Journal of Accountancy
Volume 40

Issue 6

Article 11

12-1925

Journal of accountancy, December 1925, Vol. 40 issue 6 [whole
issue from bound volume]
American Institute of Accountants

Follow this and additional works at: https://egrove.olemiss.edu/jofa
Part of the Accounting Commons

Recommended Citation
American Institute of Accountants (1925) "Journal of accountancy, December 1925, Vol. 40 issue 6
[whole issue from bound volume]," Journal of Accountancy: Vol. 40 : Iss. 6 , Article 11.
Available at: https://egrove.olemiss.edu/jofa/vol40/iss6/11

This Article is brought to you for free and open access by the Archival Digital Accounting Collection at eGrove. It
has been accepted for inclusion in Journal of Accountancy by an authorized editor of eGrove. For more information,
please contact egrove@olemiss.edu.

The Journal of Accountancy
Official Organ of the American Institute of Accountants

Vol. 40

December, 1925

No. 6

American Institute of Accountants
Examinations
[Following is the text of the examinations in auditing, law and accounting pre
sented by the board of examiners of the American Institute of Accountants,
November 12 and 13, 1925.]

Examination in Auditing
November 12, 1925, 9 a. m. to 12:30 p. m.
The candidate must answer all the following questions:

No. 1 (10 points):
What would you do in auditing the accounts of a corporation
for the first time with regard to items appearing on the balancesheet under the headings “land” and “buildings”?
No. 2 (10 points):
You have completed an audit of corporation “A” and have
discovered that its financial condition was verging on bankruptcy.
Later, you are required to audit the accounts of corporation “X”
and you ascertain that this concern has on its books, considered
as a good account receivable, a substantial amount charged to
corporation “A” for merchandise sold. What would be your
attitude with regard to the accounts receivable of “X”?
No. 3 (10 points):
What governs the propriety of expenditures by (a) a municipal
ity; (b) an institution supported by private and public funds?
State the basis for the keeping of such accounts as distinguished
from accounts of commercial concerns.
No. 4 (5 points):
In the audit of a concern selling merchandise on the install
ment plan, in what manner would you determine the validity of
the accounts receivable and the reserve necessary for bad debts?
No. 5(10 points):
In preparing a balance-sheet for a corporation where cash
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funds are carried at 30 branches, you are led to believe that the
concern is inflating its cash item through “kiting” or otherwise.
Detail all steps you would take to verify the correct amount of
the cash item, and indicate which steps would lead to discovery
of the manipulations.
No. 6 (10 points):
A machine was constructed and charged to machinery account
nine years ago, together with other machines made at the
same time, and a separate cost of each unit of machinery was not
kept. According to regular practice, still in force, a credit was
set up, in a reserve account, for depreciation of machinery at the
rate of 10% on the total machinery account. At the end of nine
years, this machine was sold for $1,000 and you can secure no
more accurate information as to cost than the engineer’s opinion
that the item sold must have cost to construct somewhere be
tween $10,000 and $15,000. A new machine was purchased for
$15,000 to replace the old one sold. What entries should appear
on the books to record the sale of the old machine and purchase
of the new?
No. 7 (15 points):
State the steps which should be taken by an auditor, engaged
on an audit after the books have been closed, to verify quantities
and values of inventories of raw materials and finished goods, in
order that these items may be stated in the balance-sheet without
qualifications.

No. 8 (8 points):
As auditor for a corporation, you have made a balance-sheet
audit as of December 31,1924, and in the previous year, a balancesheet audit as of December 31, 1923. You are now, in 1925, after
submitting the report for December 31, 1924, asked by the client
to certify as to the net earnings for the year 1924. What further
examination would you consider necessary, and why?
No. 9 (10 points):
A corporation is engaged in developing commercial patents.
Direct cost is charged to each such development. Seventy per
cent of all other expenses or costs is distributed to the develop
ments on a direct-cost ratio, the remaining thirty per cent of
overhead being charged to profit and loss. Approximately, one
of four such projects undertaken becomes commercially successful
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and is sold. Excess of selling price over the development account
for the patent sold is credited to income. In auditing the records,
would you approve the general method followed? What general
changes, if any, would you recommend? Give the accounting
principles which apply.
No. 10 (12 points):
State whether you would give an unqualified certificate, qualify
your certificate, or refuse to sign the accounts, and give your
reasons briefly in each of the following cases:
(a) The officers of a manufacturing corporation insist on your
showing inventory at a price which is substantially in excess of
either cost or market value of raw material plus manufacturing
cost.
(b) The directors of a corporation decline to permit any men
tion whatever of dividends in arrears on cumulative preferred
stock.
(c) A large company being audited by you, which manufactures
many different products, is being sued for infringement on account
of the use of a process. You are assured by the officers that there
is no liability.
(d) The company under audit in good financial condition has
adopted an extensive construction programme, and plant account
is being charged when individual units are completed. No
liability appears on the books for plant contracted for but not
yet constructed.

Examination in Accounting Theory and Practice

PART I

November 12, 1925, 1 p. m. to 6 p. m.

The candidate must answer the first four questions and one other
question.
No. 1 (25 points) :
A large manufacturing concern operates the following produc
ing departments:
(a) Quarry, where mineral is extracted.
(b) Railroad, 20 miles in length, from quarry to main plant.
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(c) Main plant, divided into—
Foundry and rolling mill.
Process plant, where mineral is treated.
Machinery department, where foundry product is fin
ished, and
Assembling department, where treated mineral and
metal parts are combined into finished product.
A salvage department is operating at the main plant, the
function of which is to dispose of all discarded material either as
scrap or—if possible to repair or recondition profitably—as ma
terial to be reissued for operation or construction.
From the following data, determine
(1) The amounts to be credited the department from which
the material is taken and whether credit is to operation
or to a fixed-asset account.
(2) The prices at which to be taken into salvage stock, and
(3) Discuss generally and briefly the principles governing price
at which salvaged material should be charged out and
how savings due to salvage operations should be shown.
Material

Quantity Weight

Depre Cost to Scrap
Price ciated repair or value
(new) value recondition
$12
$3
$2.50 $ None

20 ft.
Belting from lathe....
Pulleys from lathe
5
150 lbs.
60
shafting.....................
20
20
200 “
20
Rock drills...................
Defective castings made
7
700 “
in foundry................
70
500
R. R. ties..................... 500
Lead-covered
power
transmission cable—
240
quarry....................... 300 ft. 1,200 “
48
500 “
Brass borings...............
Electric motors—ma
3
450
chinery department
45
120 “
30
Large bolts—quarry... 150
Copper
boiler-tube
from locomotives. . .
50 “
15
Grinding rolls—process
department............
10
1,000 “
200
20
Gears for grinding rolls
—made in own
foundry.....................
20
400 “
100
10
Steel tanks—process
department..............
5 10,000 “
500
100
Plates and angle-iron
from assembling de
8,000 “
partment building...
320
General expense of salvage department... $1,000
Turnover m money—about........... .
100,000
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10.00
5.00

80.00
impossible

1.50
2.25
7.00
50.00
144.00
50.00

120.00
5.00

impossible

60.00
1.20

6.50

120.00

10.00

115.00

4.00

425.00

100.00

impossible 80.00
per month
"

"
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No. 2 (11 points):

A company which constructed its plant and commenced busi
ness in 1920, operating in a state where a workmen’s compensa
tion law is in effect and with the following experience of acci
dents and cost of insurance, desires to set aside a reserve from its
own funds to cover the risk rather than to continue to deal with
insurance companies:
Annual
payroll

Compensation
payments

1920..................... $1,500,000
1921................... 1,250,000
1922................... 1,275,000
1923................... 1,290,000
1924................... 1,300,000

$7,825
9,150
6,900
7,150
6,500

$37,525

$6,615,000

Insurance
premiums
paid
$9,000
8,750
9,000
8,500
8,000

$43,250

In addition to the above compensation paid, there are awards
payable weekly, extending as far as three years in advance from
December 31, 1924, on which the insurance companies are liable
in an amount of $2,500.
What rate per thousand dollars of payroll would you recom
mend be used to calculate the reserve and what accounts would
necessarily be opened to record the new method of providing for
the company’s liability under the workmen’s compensation law?

No. 3 (30 points):

The Blank Manufacturing Company’s balance-sheet of April
30, 1925, was as follows:
Current assets..................................................
Fixed assets......................................................
Goodwill and patents......................................
Prepaid charges...............................................
Deficit...............................................................

$3,127,211.81
2,794,952.92
2,650,000.00
15,937.69
6,964,385.43
$15,552,487.85

Current liabilities............................................
Accrued taxes, etc.
stock—
Preferred, 70,000 shares ($100)
Common, 125,000 shares (nopar value)

$6,174,722.09
104,052.74

7,000,000.00
2,273,713.02
$15,552,487.85
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A reorganization committee suggested the following plan for
presentation to a meeting of stockholders:
A Delaware corporation would be formed to take over certain
assets and assume certain liabilities of the old company as of
April 30, 1925, the new company being capitalized as follows:
First mortgage bonds.......................................................... $1,112,000.00
“A” capital stock, 16,680 shares of $100 each.......... 1,668,000.00
“B” capital stock, 160,000 shares of no par value

These securities would be issued to the old company in full
payment of equity taken over.
The new company would take over the fixed assets at 50 cents
on the dollar and the prepaid charges at book value, also the cur
rent assets left after paying sundry creditors in full and the ex
penses incident to liquidation, and would assume the liability for
accrued taxes, etc.
The principal creditors would take the entire bond issue in
payment of 20% of their claim, the entire “A” stock in payment
of a further 30% of their claim and 66,720 shares of “ B ” stock at
a valuation of $5.50 per share in full payment of the balance due
them.
The preferred stockholders would receive share for share in
“ B ” stock at a valuation of $5.50 per share.
The common stockholders would receive for every 20 shares
owned, one share of “ B ” stock at a valuation of $5.50 per share.
The remaining shares of “B” stock, which will have a book
value of $112,246.46 on the books of the new company, will be
sold by the old company to meet liquidation and other expenses
amounting to $255,516.13.
The current assets shown include $800,000 cash.
Assuming that the suggestions above made are adopted, pre
pare journal entries closing the books of the old company and
opening those of the new, the latter having neither surplus nor
deficit. Prepare, also, a balance-sheet of the new company and
make reconcilements in detail between the values of current as
sets, current liabilities and capital stocks on the old books with
the corresponding values on the new.
No. 4 (10 points):
The X company has capital stock issued and outstanding at
June 30, 1924, as follows:
5,000 shares 7% cumulative preferred stock, par value $100
per share.
10,000 shares common stock, no par value.
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This company manufactures machine units to sell at an average
price of $8,500 per unit and does business almost entirely upon a
lease-contract basis, accepting from its customers several notes
extending over periods ranging from 12 to 36 months.
For the three years ended December 31, 1923, the company’s
profits have been insufficient to meet preferred dividend require
ments.
It is apparent to the board of directors that additional liquid
capital is necessary to promote more profitable operation and as
no further bank loans can be placed nor can the company discount
any more of its customers’ notes except at an exorbitant rate, an
additional issue of capital stock is decided upon, viz:—5,000
shares of “A” preferred stock without par value but with a
nominal value of $20 per share, redeemable at $20 per share at
a fixed date and carrying cumulative dividends at the rate of
$2 per annum per share. This stock is duly authorized and
offered at $20 per share.
The only broker who will handle the stock insists upon a com
mission of 25% of the selling price, which is approved by the
company.
All the stock is sold prior to December 31, 1924, and remittance
is made by the broker for the proceeds less $25,000 commission.
At what amount should the “A” preferred stock be shown on
the X company balance-sheet at December 31, 1924?
How should the item of $25,000 commission be treated with
regard to the company’s federal tax return? Give reasons.

No. 5 (24 points):

Companies A and B are close corporations conducting similar
businesses. Mr. Lee, the owner of company B, wishes to retire
from active management and company A proposes to purchase
company B and to amalgamate the two concerns.
Both companies have prepared financial statements for the
last five years, which may be taken as correct, and an appraisal
company has recently made a valuation of the assets of each com
pany as a going concern.
The following statements are presented and you are requested
by Mr. Lee to advise him as to the basis on which an amalgama
tion should be made and the purchase consideration he should
receive.
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Draft a statement showing the effect of the combination on
terms which would be equitable to both parties: also an adjusted,
combined profit-and-loss account on the five years’ average, the
result of which will form the basis for your recommendations.
Company A
Assets

Land:
Appraisal valuation, $84,000.
Present book value, cost......................................................................
Brick buildings:
Appraised value: replacement, $62,000 less depreciation $12,000;
appraised present value $50,000: average annual deprecia
tion charged $4,000.
Book value.............................................................................................
Machinery and plant:
Appraised replacement cost $57,500 less depreciation $19,500;
appraised present value $38,000: average annual depreciation
charged $9,000.
Book value..............................................................................................
Trucks and cars:
Appraised replacement cost $22,000 less depreciation $8,000;
appraised present value $14,000: average annual depreciation
charged $3,500.
Book value.............................................................................................
Furniture and fixtures:
Appraised replacement cost $5,000 less depreciation $2,000;
appraised present value $3,000: average annual charge of
renewals $250.
Book value..............................................................................................
Loose tools:
Appraisal values, replacement $8,500 less depreciation $4,500;
present appraised value $4,000: average renewals charged to
expense $2,000.
Book value..............................................................................................
Inventories of finished goods—costor less............................................
Accounts andnotes receivable—less reserves........................................
Cash.............................................................................................................
Investment:
100 shares, common stock of X Y Z Co.—cost................................
Total assets—Company A...............................................................

$40,000

35,000

21,500

6,000

Nil

5
97,000
250,000
60,000

15,000
$524,505

Liabilities
Accounts payable...................................................................................... $120,000
First mortgage bonds—6%......................................................................
50,000
Capital stock—common, issued..............................................................
50,000
Surplus account, balance.......................................................................... 304,505

Total liabilities, etc.—Company A................................................. $524,505
Profit-and-Loss—Average of last five years
Net profit per annum, after charging expenses, reserves and de
preciation .................................................................................... $90,000
Less,
Directors’ salaries—average............
$30,000
Dividends—average................................................................ 12,500
---------42,500

Average transfer to surplus, per annum..........................................
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Company B
Assets

Land:
Appraisal valuation, $36,000; cost, $22,000.
Book value, increased 3 years ago to.................................................
(The difference, $18,000, was transferred to surplus.)
Brick buildings:
Appraised value: replacement $25,000 less depreciation $15,000;
present appraised value $10,000: average annual depreciation
charged $1,000.
Book value..............................................................................................
Machinery and plant:
Appraised value: replacement $22,000 less depreciation $11,000;
present appraised value $11,000: average annual depreciation
charged $1,100.
Book value...........................................................................................
Trucks and cars:
Appraised value: replacement $10,000 less depreciation $7,000;
present appraised value $3,000: average annual depreciation
charged $1,000.
Book value..............................................................................................
Loose tools:
Appraised value: replacement $4,000 less depreciation $2,500;
present appraised value $1,500: average annual depreciation
charged $700.
Book value..............................................................................................
Furniture and fixtures:
Appraised value: replacement $7,000 less depreciation $4,500;
present appraised value $2,500: average annual depreciation
charged $500.
Book value..............................................................................................
Inventories, materials and finished goods, at cost plus 10%................
Accounts and notes receivable, less reserves........................................
Cash.............................................................................................................
Investment:
200 shares, common stock of X Y Z Co.—cost...................................
Total assets—Company B...............................................................

$40,000

15,000

20,000

7,000

3,000

4,500
53,000
110,000
32,000
35,000
$319,500

Liabilities
Accounts and notes payable.................................................................... $102,500
Capital stock—common, issued..............................................................
150,000
Surplus account, balance..........................................................................
67,000
Total liabilities, etc.—Company B................................................. $319,500

Profit-and-Loss—Average of last five years
Net profit per annum, after charging expenses, reserves and de
preciation .................................................................................... $60,000
Less,
Dividends—average............................................................. $30,000
Executive salary, Mr. Lee, average..................................... 20,000
---------50,000

Average transfer to surplus, per annum........................................
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No. 6 (24 points):
The Belgian pre-armistice debt to the United States amounts
to $171,800,000. The settlement provides that no interest will
be charged on this part of the war debt and that graduated pay
ments on account of principal will be made, totaling $9,400,000,
by June 15,1931, the balance being payable at the rate of $2,900,000 per annum for 56 years.
Assuming an interest rate of 3% per annum, what is the loss to
the United States by the waiving of interest calculated at June
15, 1931?
The present value of $1.00 at 3% due in 56 years is $0.1910361
and in 56 years $1.00, at 3%, will amount to $5.2346131.

Examination in Commercial Law
November 13, 1925, 9 a. m. to 12:30 p. m.
Correct answers to each question in Group I will be awarded
2 points; the questions answered satisfactorily in Group II will
each be entitled to 10 points.
GROUP I
Answer each of the following ten questions by “Yes” or “No”:
1. Is a compromise with creditors a sufficient consideration
for a contract?
2. Is an instrument made payable to “James G. Kelly or
Charles Perkins’’ negotiable ?
3. Is it possible for a partnership to exist between parties who
do not consider themselves partners?
4. Can a promisor assign his liabilities under a contract?
5. Will the discharge in bankruptcy of a surety on a bond re
lease him from liability to his co-surety who has discharged the
bond liability upon its accrual subsequent to the discharge?
6. Can a corporation be organized without capital stock?
7. Can a man who pays $400.00 offered and accepted in dis
charge of a debt of $500.00 be held liable to pay the balance?
8. Is a party who purchases a past due note a “holder in due
course”?
9. Can execution on a judgment against a copartnership be
immediately levied on property of one of the partners?
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10. The drawer of a cheque has it certified and delivers it to the
payee. In the afternoon of the same day the bank fails. Can the
payee collect from the drawer?
GROUP II
Answer eight of the following questions, giving reasons for all
answers:
1. Name four vital elements of a valid contract.
2. A corporation bankrupt has assets converted into cash by
the trustee amounting to $285,000. There is outstanding
$100,000 of common stock, $50,000 of preferred stock. Corporate
bonds total $75,000, taxes owing amount to $8,000 and claims of
creditors aggregate $150,000. How will the cash be distributed?
3. A retail furniture dealer has a business with customers
throughout a certain county, but makes no sales outside that
county. He sells his entire business and agrees with the purchaser
that for a period of five years he will not engage in the furniture
business anywhere in the state. Is such agreement enforceable
under common law ?
4. Give four powers possessed by a corporation that are not
possessed by a copartnership.
5. Write a form for a negotiable instrument, pointing out each
essential element therein.
6. Geller owed Gordon $650, which was past due. After some
negotiation between the parties as to payment Geller offered
$150 and an automobile worth approximately $400 in full satis
faction of the debt. Gordon accepted. Was the debt discharged?
7. Have special agreements between partners as to partnership
affairs any effect upon contracts between the partnership and
other parties?
8. What are personal defenses to a negotiable instrument?
What are absolute defenses? To whom are these defenses
available?
9. Explain the following: bill of sale, statute of frauds, stoppage
in transitu.
10. What is the cumulative system of voting by stockholders
and what are its advantages?
11. What is a common carrier? A bill of lading? Is a bill of
lading negotiable?
12. What is meant by affiliated corporations under the incometax law?
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Examination in Accounting Theory and Practice

PART II
November 13, 1925, 1 p. m. to 6 p. m.

The candidate must answer all the following questions.

No. 1 (35 points):
From the following data, prepare an application-of-funds
statement for the calendar year 1924.
X Y Z Company

December 31
1923
1924

Assets
Current assets:
Cash in banks and on hand. ...
Notes receivable......................
Accounts receivable, less re
serve for bad debts.........
Due from affiliated companies..
Inventories................................ .

Increase
or
Decrease*

$152,928.16
41,368.00

$221,314.90
85,618.20

$68,386.74
44,250.20

249,628.30
116,283.25
896,762.80

378,920.62
146,962.18
950,319.60

129,292.32
30,678.93
53,556.80

$1,456,970.51 $1,783,135.50 $326,164.99
Deferred charges:
Unamortized bond discount. . .
Other deferred charges.......

Investments:
Affiliated companies...........
Outside investments........... .

$29,615.25

$36,000.00
47,837.90

$36,000.00
18,222.65

$29,615.25

$83,837.90

$54,222.65

. $643,828.76
. 227,396.40

$668,828.76
208,316.80

$25,000.00
19,079.60*

$871,225.16

$877,145.56

$5,920.40

Fixed assets:
Land, buildings, machinery,
$2,392,875.40 $3,380,317.90
equipment, etc.................
Less, reserve for depreciation
465,928.15
562,928.62

$987,442.50
97,000.47

$1,926,947.25 $2,817,389.28

$890,442.03

$4,284,758.17 $5,561,508.24 $1,276,750.07

Liabilities and net worth
Current liabilities:
Accounts payable....................
Notes payable..........................
Dividends payable..................
Accrued interest, taxes, etc...

$215,962.10
230,000.00
68,048.50
87,368.20

$127,824.11
170,000.00
79,138.75
96,218.90

$88,137.99*
60,000.00*
11,090.25
8,850.70

$601,378.80

$473,181.76

$128,197.04*
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Assets

December 31
1924
1923

Ten year 6% gold bonds dated
January 1, 1924..........

Reserves:
Employees’ pension fund....
Dredging reserve.................
Contingencies.....................

Net worth:
Capital stock preferred.........
Capital stock, common..........
Capital surplus........................
Earned surplus........................

Increase

Decrease*

$500,000.00

$500,000.00

$2,619.30
6,927.60
120,615.40

$3,500.80
7,317.19
122,876.45

$881.50
389.59
2,261.05

$130,162.30

$133,694.44

$3,532.14

$174,200.00 $236,500.00
2,600,000.00 3,000,000.00
479,326.19
779,017.07
738,805.85

$62,300.00
400,000.00
479,326.19
40,211.22*

$3,553,217.07 $4,454,632.04

$901,414.97

$4,284,758.17 $5,561,508.24 $1,276,750.07

On January 1, 1924, the company issued $500,000 par value
6% gold bonds due January 1, 1934. The bonds were sold at
92, the discount deferred to be amortized over the life of the
bonds.
Outside investments included stock in the B company which
cost $55,000. The B company failed during 1924 and the stock
was sold for $5,000. The loss was charged to the reserve for
contingencies. Other worthless outside investments, carried on
the books at $10,000, were absorbed in the current profit and loss.
Other charges in this account may be attributed to the sale of
securities at their book value of $15,000 and the purchase of
other securities.
An appraisal of the plant as of January 1, 1924, taken up on
the books as at that date, resulted in a considerable increase in
the sound book value. The appreciation arising therefrom
amounted to $496,452.69 and was credited to capital surplus.
Extensive additions and improvements were made from the pro
ceeds of the bond issue. Depreciation was computed upon the
appraised property values and amounted to $132,716.90 for
1924. It was found that $17,126.50 of this amount represented
depreciation on the appreciation element in the book value of
the fixed assets and this depreciation on appreciation was carried
to capital surplus. A brick storehouse was abandoned and torn
down in order to make room for plant extensions. The original
cost of this building, $30,000, had been entirely written off to
413

The Journal of Accountancy

depreciation reserve and the salvage, after removal costs, amounted
to $5,000. Actual expenditures for renewals and replacements
charged directly to the depreciation reserve amounted to
$10,716.43.
In addition to the worthless securities charged to contingencies
reserve, a federal tax assessment for the year 1920, amounting
to $47,738.95, was charged thereto. As a result of these unusual
charges, the directors voted to appropriate $100,000 of surplus
to increase this account. A charge of $1,200 was made against
the pension reserve and $4,560.90 against dredging reserve.
On July 1, 1924, a common stock dividend was declared which
increased the stock outstanding to $3,000,000.
The cash dividend transactions of the company were as follows:
Preferred
$3,048.50
3,325.00
3,500.00
3,717.00
4,138.75

Common
$65,000.00
65,000.00
65,000.00
75,000.00
75,000.00

Date declared
Dec. 31,1923
Mar. 31,1924
June 30,1924
Sept. 30,1924
Dec. 31,1924

Date paid
Jan. 15,1924
Apr. 15,1924
July 15,1924
Oct. 15,1924
Jan. 15,1925

Net profit for the year, carried to surplus, was $754,469.53.
No. 2 (18 points):
You are required to make a financial investigation of a large
machine plant engaged in the manufacture, to order, for the trade,
of tools, jigs, etc., for the five years ended December 31, 1924.
In the course of your examination of the charges to the fixed asset
accounts for the period, you find that practically all the addi
tions to fixed assets for the five years have been made in the
company’s own shops as these additions consist principally of
dies, jigs, patterns and similar machine equipment.
No additions to the real estate or buildings of the company
were made during the five years.
During the examination you elicit from the company’s books
the data set forth in the following tabulation:
Year

1920..
1921..
1922..
1923..
1924..

.

.
.

Net profit
from
operations

Additions
to fixed
assets

$270,000
50,000
105,000
225,000
90,000

$25,000
50,000
35,000
13,000
44,000

Factory overhead
charged to:

Operations
$200,000
120,000
175,000
225,000
135,000

Percentage
of idle time
(Normal
Fixed asset percentage
20%)
accounts
$10,000
18
27,000
38
15,000
23
17
5,000
25,000
41

Percentage
of
overhead to
productive
labor
98
180
105
90
200

Discuss fully the problems to be considered involved in your
verification of the charges to fixed asset accounts for the five
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years, and if there is any division of opinion among account
ants in theory, as to the propriety of any of the elements of these
charges, present both viewpoints. Indicate, without using figures,
the nature of the adjustments, if any, that you would make in
view of the disclosed facts.
No. 3 (32 points):

F. Burden, a store fitter, trading alone and personally conduct
ing all his business transactions, keeps no books of account ex
cept a cash book and a job book.
He requests you to make an inspection of these records and
any other data available and, after making adjustments and
such provisions for reserves as you think necessary, prepare a
profit-and-loss account for the calendar year 1924 and relative
balance-sheet.
From the bank pass-book, cancelled cheques and cash book,
you obtain the following information:
Receipts:
Deposited in bank............................................................................... $86,577
Amounts not deposited......................................................................
74,375
$160,952
Made up as follows:
For work done....................................................................................... $137,564
Repayments of second mortgage on house sold.............................
2,063
Rentals, new stores............................................................
665
Deposit on sale of house (see notations)
1,000
Mortgage obtained on new stores....................................... $12,500
Less expenses.....................................................................
415
---------- 12,085
Mortgage interest on house sold.......................................................
289
Advances by F. Burden for payrolls................................................
4,209
Old personal loans repaid...................................................................
3,012
Miscellaneous.......................................................................................
65
$160,952
Payments:
Cheques drawn.................................................................................... $88,220
Cash....................................................................................................... 72,457
$160,677
Comprising the following:
Wages (cash)........................................................................................ $70,775
Sub-contractors for labor...................................................................
2,341
Material purchased.............................................................................
48,083
Working expenses................................................................................
7,765
Burden’s personal drawings...............................................................
1,953
Part cost of house sold, 1923 account (see notations)......................
1,755
Cost of new stores and apartments—
Balance of cost of land................................................. $4,000
Buildings (frame and stucco).......................................... 20,141
---------- 24,141
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New trucks (see notations). . . ........................................................
$747
Cheque to bank for note receivable for work done, returned
unpaid...........................................................................................
2,044
Loan, personal, to B. Kerr................................................................
700
Interest on mortgage, new store.........................................................
373
$160,677

No record was in evidence of the balances of cash on hand or at
the bank at January 1, 1924. The balance at the bank on De
cember 31, 1924, after deducting outstanding cheques, was
$2,267.61. There was no cash on hand at this date.
The following cash receipts and payments had not been entered
in the cash book:
Travelling and business expenses paid........................................... $631
Bonds purchased as an investment................................................ 400
Additional advances by Burden for payrolls..................................2,519
Deposit paid on land bought for new stores................................. 500

and the transactions as follow were also omitted from the books,
except where noted:
The house sold in 1924 was built in 1923; the payments made
during 1923 were $1,750 for the land and $10,042 for the building;
the balance paid in 1924 ($1,755) is included in cash payments
recorded. The house was sold in 1924 for $15,850 less selling
expense $425, a deposit of $1,000 (duly recorded) having been
received in cash. An existing first mortgage of $6,500 was trans
ferred to the purchaser and Burden took a second mortgage for
the balance of the price repayable by installments.
On March 1, 1924, two new trucks (maker’s list price, $750
each) were bought for $747 (as recorded), two old trucks being
traded in, as part payment, at an estimated loss of $445. An
other truck was also in use which cost $800 in January, 1922.
A new passenger car, used for business, was bought July 1, 1924,
for $1,500 and paid for in cash, no entry therefor appearing on
the books.
On January 1, 1924, materials on hand were $5,810 (cost) and
accounts receivable (good) were $1,853.
At December 31, 1924, the inventories, etc., showed the follow
ing:
Materials on hand (cost) paid for.............................................. $4,351
Materials on hand not paid for................................................... 9,032
Expense bills, 1924, unpaid.........................................................
143
Accounts receivable (good) for work done................................ 20,606
Accounts receivable (doubtful), including dishonored note of
$2,044, total $2,904, estimated value................................... 1,452
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The total liability for workmen’s compensation and other
insurance to December 31, 1924, for which accounts had not been
delivered, was estimated at $1,100.
Prepare the necessary accounts and balance-sheet as at De
cember 31, 1924.

No. 4 (15 points):
Construct a skeleton balance-sheet for an industrial concern
inserting the following items in their respective proper places:
(1) Federal taxes for 1919, $58,000.00 proposed to be assessed
but disputed and still in process of negotiation.
(2) Sinking fund cash $10,210.00.
(3) Sinking fund reserve $85,000.00.
(4) Company’s own bonds purchased with sinking fund cash
for $56,710.92; par value $75,000.00.
(5) Appropriated from surplus as “insurance reserve” $65,000.00. (Company carries its own insurance.)
(6) Reserve for accidents $10,000.00 by a charge to operating
expense. (Claims arising from accidents aggregate
$100,000.00.)
(7) Stock subscriptions unpaid aggregating $75,000.00. These
are due three months from the balance-sheet date.
(8) The common stock is “no par.” Part has been paid in at
$5, part at $7.50 and part at $10.00 per share.
(9) $50,000.00 of bonds outstanding are due one month follow
ing the balance-sheet date.

417

Building and Loan Associations
*
By J. G. Reis

It is difficult to appreciate how little the average layman knows
of the purposes, operations and management of a building and
loan association, particularly when one considers how rapidly such
associations have increased in number during the past few years.
Building and loan associations date back as far as 1831, when
the first association was organized in Philadelphia. Since that
time they have constantly increased in number and in 1923
Philadelphia alone had over 2,400 associations with a membership
of approximately 850,000 shareholders and assets in excess of
$404,000,000. Pennsylvania still leads all the other states of the
Union with 1,251,000 shareholders and assets totalling more than
$625,000,000. Ohio, New Jersey, Massachusetts and Illinois
follow closely in the order named.
ORGANIZATION AND PURPOSE

Building and loan associations in Pennsylvania are created
under a special act of assembly of the commonwealth. The tre
mendous growth of these associations has made them an impor
tant factor in economic growth and prosperity. Generally, the
purpose of a building and loan association is to furnish the mem
bers through their savings, in an easy and secure manner, the
capital for building or purchasing a home. All associations are
under the direct supervision of the state banking department, and
they are required to make annual reports to the department and
submit to special examinations from time to time by the state
bank examiners. The business of a building and loan association
is similar to that of a bank in the manner of receiving deposits and
granting loans. The principal differences between the two are as
follows:
1. The accumulated profits of a building and loan association
are all distributed among the members coöperatively,
whereas the profits of a bank are paid to the stockholders
as dividends and not to the depositors.
2. The loans of a building and loan association are confined to
members of the association, while loans made by banks
are not necessarily restricted to its depositors.
3. The loans of a building and loan association are long-time
loans, secured by mortgages on real estate, which are
repaid in small installments. Loans made by banks are
* This paper was prepared and submitted as a graduation thesis at the Pittsburgh School of
Accountancy.
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short-time loans on negotiable documents. These loans
are secured or unsecured. In the former case, collateral
securities are assigned to the bank, and in the latter the
loan is granted on endorsement or general credit estab
lished by the borrower.
4. Deposits of small amounts must be made monthly or weekly
in a building and loan association, while a bank will
accept deposits of any amount at any time the depositor
desires to make them.
MANAGEMENT

The board of directors and officers are responsible for the
management of the association. They are all elected annually
by the members in a manner similar to that followed in other
corporations. The directors in most cases receive no compen
sation from the association for their services. They consider it
an honor to serve the association because they realize that the
organization is a benefit to the community.
The officers are president, vice-president, secretary and treas
urer. They are elected either by the stockholders or by the di
rectors. As a general rule the secretary and treasurer are the
only ones to receive compensation for their services. The attor
neys representing the association are also elected by the share
holders. They, too, receive a compensation for all services
rendered, but in nearly all cases this is paid direct by the bor
rowing member who deals with the association’s attorney. All
officers handling funds of the association are required to furnish
a bond as protection.
The losses through failure of building and loan associations are
considerably smaller than those of banks. This is due largely to
the added safeguards thrown around them, and the constant and
close supervision of members and directors. All associations are
required to make annual reports to the state. Annual audits are
usually made by committees of stockholders; audits are made at
periodic intervals by the state bank examiners, and in a great
many cases, independent audits are made by certified public
accountants.
MEETINGS

Some associations have monthly meetings but most of them
meet once a week. At these meetings dues, premiums, interest,
fines, etc. are received by the association. Immediately following
the regular business meeting, the directors meet. At this meeting
419

The Journal of Accountancy
of directors the reports of the appraising committee and of the
solicitor are presented. Applications for loans are then con
sidered by the directors and either granted or rejected.
CLASSES OF STOCK

The amount of capital stock of the association is fixed by the
charter much like that of any other corporation, although the
method of payment is entirely different. A minimum capital and
the par value per share are stated at the beginning. These may be
increased from time to time as the association grows and necessity
demands. The stock is issued in series and paid for in weekly or
monthly installments, and for this reason it requires several years
before subscriptions are fully paid. By allowing the profits to
accumulate this term is somewhat reduced, thus advancing the
date of maturity. When the stock has reached par by combining
the payments and the accumulated earnings, it is said to have
matured and must at that time be retired. Technically speaking,
it is all retired at maturity although if the member desires it may
be converted into full-paid stock. It is the general practice when
a series matures to draw a cheque for the shares and if the member
desires to convert them to full-paid stock, the cheque will be
endorsed by him and returned to the association for the purchase
of the full-paid stock.
The various classes of stock issued by the majority of associ
ations are:
1. Installment stock. Ownership of this class of stock is usually
evidenced by a pass book. Payment therefor is made in
weekly or monthly installments. This class participates
in all the earnings of the association.
2. Full-paid stock. In this class of stock ownership is usually
evidenced by a stock certificate which is similar in all
respects to that issued by other corporations. In most
associations owners of this class of stock draw a given rate
of interest. In others, they may participate in earnings
in the same manner as holders of installment stock.
Installment stocks are issued under several plans. A brief
description of the usual plans follows:

1. The terminating plan. This was one of the first plans in use.
It required all shares of stock to be issued under the same
date. Consequently each share always had the same
value. This meant that all members must join as of the
same time. Any who desired to join subsequent to the
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date of organization were compelled to pay an amount
equivalent to the value of the share as at the date of
joining. It can readily be seen that any person desiring
to join a considerable time after the date of issue of shares
would be required to make a large initial payment, or else
wait until the issue had expired and a new issue begun.
This plan proved very unsatisfactory as it was not suited
to the class of people who most desired the benefits of the
association. It has since been discontinued in most cases.
2. The serial plan. This plan, which is also commonly known
as the “Pennsylvania plan”, is the one in most common
use throughout the country. It is based on the terminat
ing plan, and by the modification of some of its features
and the introduction of others is made more flexible.
Under this plan the stock is issued in series, a new
series beginning annually, semi-annually, quarterly
or monthly. A person desiring to become a member is
required to pay only the back dues to the beginning of the
series. Any person who does not wish to make the back
payment of dues may wait until the beginning of the next
new series, which is usually only a short time. The
series are numbered consecutively, beginning with
number 1. The profits are apportioned annually, semi
annually or even oftener. In making this apportionment
the number of shares in the series and the age of the
respective series must be taken into consideration. Each
series is independent of every other and therefore has a
different date of maturity and a different value. Each
series is retired or converted to full-paid stock at
maturity.
3. Permanent or perpetual plan. This plan is also known as
the non-serial and the “Dayton” or “Ohio plan”. It is
another modification of the serial plan. Under this plan
the association cannot begin business until the required
amount of stock has been subscribed. New members
may join at any time thereafter and are on equality with
all other members. Each share of stock stands on its own
merits, its status being entirely separate from that of any
other share. Members are permitted to withdraw at any
time by complying with the by-laws of the association.
By waiting until the shares mature a member receives the
proportion of the profits allotted to the shares. By with
drawing before maturity a portion of the profits is for
feited. The amount received varies according to the
by-laws of the association and the time during which the
withdrawing member has been in the association. The
members who wait until maturity share in the losses of
the members who withdrew before maturity. This plan
has gained popularity because of its attractive feature
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whereby one may join at any time without paying back
dues. However, the monthly serial plan which is being
used by most associations serves practically the same
purpose and is equally convenient.
METHOD OF HANDLING LOANS

Loans made by associations are classified as follows:
1. Installment mortgage loans.
2. Straight mortgage loans.
3. Stock loans.
MORTGAGE LOANS

The procedure generally followed in making a mortgage loan is
as follows:

1. A borrower, in order to secure a loan from the association,
must be a member or become one at the time the loan is
made to him.
2. A regular blank form is provided by the association to be
used for the purpose of making application. This appli
cation must state the amount of the loan desired, the size
of the lot, the location, description of the building, value
of the property, assessed valuation, tenant, rental,
present encumbrances if any, and any other information
which the association should possess.
3. This application is given to the appraising committee, con
sisting of selected members of the board of directors, with
a request that they inspect the property and report upon
the advisability of making the loan.
4. The report of the appraising committee is usually made on
the application blank. This report is then brought
before the board of directors for action. If the report is
favorable and accepted by the directors a full record
thereof is spread upon the minutes.
5. The secretary then authorizes the solicitor to draw the
necessary papers, make examination of title, procure fire
insurance, etc. The authorization is usually made on the
reverse side of the application blank and refers to the loan
granted on the application in accordance with resolution
of the board of directors.
6. The report of the solicitor, in which certification is made as
to the examination of title, is also usually made on the
application blank.
7. The bond, mortgage, and all papers pertaining thereto,
including the application, after being duly executed,
recorded, etc., are returned to the association and are
filed with either the secretary or treasurer.
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8. A warrant or order for payment is then made on the treas
urer. He then issues a cheque bearing his own signature
and that of the president or vice-president.
9. A record of all details of the loan is made in a loan register.
The loan is also recorded in the shareholders’ ledger.

Terms and nature of the loan. Building and loan associations
generally make loans on either first or second mortgages. The
majority, however, lend only on first mortgages except where both
first and second mortgages are in the name of the association.
This is usually termed a split mortgage. The former is a prior
lien while the latter is a secondary lien on the property. Where
the first mortgage is not held by the association, the members
must for their own protection see that all interest payments,
taxes and insurance are kept up to date. Regardless of whether
the loan is made on a first or second mortgage, a safe margin of
security is required. This usually ranges anywhere from 10 to
50 per cent or more of the valuation of the property.
Some building and loan associations require a premium in
addition to the regular rate of interest, which in Pennsylvania
is 6 per cent. Building and loan associations are permitted by
law, as a matter of safety, to charge a premium in addition to the
regular rate of interest. The amount of the premium varies up
to 25 cents a share, depending usually on the valuation of the
property and the amount of available funds of the association.
It is usually larger for a second-mortgage loan than for a firstmortgage loan. It is interesting to note that some of the larger
associations do not charge the borrowers a premium in any cir
cumstances.
The procedure followed and the method of handling straight
mortgage loans is similar in all respects to that of installment
mortgage loans. In most associations every member who has an
installment mortgage loan with the association is entitled to a
straight mortgage loan equal to the amount of the par value of his
shares in the association. The only difference between the two is in
the manner of repayment, which will now be considered in detail.
The repayment of installment mortgage loans is made in small
installments. These installments are usually weekly or monthly
payments for the purchase of stock of the association, which when
fully paid is applied against the loan. Straight mortgage loans
in most cases are paid in full at the date specified in the mortgage.
However, installment payments can be made on a straight mort
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gage at any meeting. These payments are applied directly to the
loan, thus reducing the interest payments on the principal.
When the loan is repaid the mortgage is satisfied of record and all
securities are returned to the borrower.
Bond and mortgage. Bond and mortgage are executed by the
borrower for every mortgage loan. The bond is the principal
obligation and it can not be recorded except in a case of default of
payment of dues, interest, premium and fines, for the time stated
in the mortgage. The entire debt then usually becomes due and
payable and foreclosure proceedings can be enforced in accord
ance with the manner prescribed in the by-laws of the association.
The mortgage is always placed on record in the office of the county
recorder. The purpose of placing it on record is to protect the
association against subsequent encumbrances. Most associations
have mortgages drawn up in their own form, printed for their own
use. These forms contain special clauses and stipulations per
mitting installment payments, premiums, fines, etc. The straight
mortgage which is used is the form which is ordinarily given by an
individual or corporation.
Stock loans. A stock loan is one secured by shares of stock in
the association. Stock loans are generally of a temporary nature
and are usually repaid in full within a short period. The loan is
based on the withdrawal value of the share, and may be repaid in
monthly installments including interest and premium. The
loans are usually made up to 90% of the withdrawal value of the
stock. In negotiating a stock loan a note is given to the associ
ation by the borrower, and his stock is assigned to the association.
A premium is also usually charged on stock loans. The rates
vary according to the policy of the association, and some associ
ations have adopted a plan of not charging premiums on either
stock loans or mortgage loans.
Records. The records used by building and loan associations
are similar in many respects to those of banks. The following
accounting records are necessary in a medium-sized building and
loan association:
The general records consist of minute-book, general ledger,
journal, cash records, and a borrowed-money register
which is a term peculiar to building and loan associations
for a bills-payable ledger.
Records that are peculiar to building and loan associations
are members’ pass-books, loan register, shareholders’
ledger, warrant book and card index of members.
424

Building and Loan Associations

Some associations use loose-leaf records throughout, while
many others still prefer the bound book.
Minute-book. The minute-book is perhaps the most important
book of the association. In it are recorded all the official activi
ties and resolutions of the board of directors. These include the
loans approved, authority to foreclose on mortgages on which
payments are in arrears, salaries of the secretary and treasurer,
special powers granted the secretary as to assessing of fines, etc.
and many other important business matters of the association.
The minute-book should be up to date at all times and contain a
complete record of all meetings of the association. The form of
minute-book used is similar to that used by other corporations.
No particular form has been prescribed. Many associations use
the bound book, although a typed loose-leaf book is preferable.
General ledger. The nature of several of the accounts in the
general ledger is somewhat different from those ordinarily found
in other corporations or in banks.
The asset and liability accounts are:
Asset accounts:
Liability accounts:
Installment mortgage loans
Due shareholders
Straight mortgage loans
Full-paid stock
Stock loans
Interest accrued
Loans to other associations
Borrowed money
Reserve for depreciation
Prepaid interest
Profits due shareholders
Investments
Real estate
Furniture and fixtures
Cash in banks
Petty cash
An explanation of the various classes of loans and the methods
of handling them has previously been given, and will therefore
not be repeated at this time. The asset accounts—installment
mortgage loans, straight mortgage loans and stock loans are con
trolling accounts, the total of which represents loans of the various
classes made to members of the association.
Cases often arise where one building and loan association makes
a loan to another. A loan of this nature is usually made on a
note and is repaid in a short period.
Often members of the association will be in arrears in the pay
ment of dues, interest and premium. Again, some members may
have paid dues, interest and premium in advance. The accrued
interest and premium should all be taken into the accounts. The
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amount of dues in arrears or the amount paid in advance is usually
determined only for statement purposes. It is the practice of
only a few of the associations to make full accruals. Some figure
the accruals only at the close of the fiscal year when the annual
statements are prepared.
Some associations have become so large and their business so
extensive that it is to their advantage to own their own buildings.
The term “real estate” generally speaking, however, consists of
property on which loans have been foreclosed.
“ Due shareholders” is a controlling account which discloses the
total amount of installments paid in by shareholders. Some as
sociations prefer to use several control accounts in the general
ledger—one for each series. This division could be made, how
ever, by placing sub-control accounts for each series in the
shareholders’ ledger, the total of the respective sub-control ac
counts equalling the amount of the control account in the general
ledger.
“Profits due shareholders” is the accumulated earnings, after
all expenses of operation have been deducted, which are for dis
tribution among the shareholders. Some associations do not
show this account in their financial statement or in the books, but
make the apportionment annually or oftener, crediting same to
the shareholders’ accounts.
Associations are permitted by law in Pennsylvania to create a
reserve for contingencies as a protection against possible loss.
This reserve may be up to 5 per cent of the total assets.
The principal sources of income are interest on loans and on
bank balances; income on investments; entrance, transfer and
withdrawal fees; premium on loans; fines; rents; profit on sale of
real estate, and profits on withdrawals which have been withheld
by the association. Nominal accounts are usually created in the
general ledger according to the above classifications. Many
associations do not maintain such a complete classification of ac
counts, but combine similar items of income under one account
classification. This procedure can be satisfactorily followed by
the smaller associations, but with the larger ones it is necessary to
have a complete classification of income.
The operating expenses of the association are few, as most of
the officers serve for a small salary and devote a great deal of their
time for the general welfare of the association. However, some
associations require a small fee from the members once or twice a
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year to meet operating expenses. This method is adopted espe
cially in associations which do not charge a premium to borrowing
members. The operating expenses of the association are in most
cases less than one-half of one per cent. According to statistics,
they amount to approximately seven-tenths of one per cent of the
entire assets of all associations in the United States. When we
consider this it is no wonder that these organizations thrive. In
most associations the secretary and treasurer are the only ones
who receive salaries, although small fee allowances are usually
made to the appraising committee, directors and other persons
for services rendered.
The principal operating expenses of associations are salaries of
officers, stationery and printing, advertising, rent of office, interest
on borrowed money and full-paid stock, dividends on withdrawals
and matured shares, light and heat, repairs to property, insurance,
taxes and other sundry items of expense. As in the income ac
counts, a complete classification is seldom found in the general
ledger. This is especially true in the smaller associations where
the items are not numerous and similar items can be combined
under one account classification. In fact many associations do
not maintain any classification of income or expense accounts in
the general ledger, but use only the single profit-and-loss account
as is still the custom in some banks. These associations post the
various income and expense items monthly from the cashbook
directly to the profit-and-loss account. The use of the single
profit-and-loss account is not advisable, as in order to secure the
necessary figures for the annual statements an analysis of the
profit-and-loss account or a summarization of the monthly totals
of the income and expense columns of the cashbook is required.
The postings to the general ledger accounts are usually made
each month in summary form from the books of original entry,
although in some associations the postings are made quarterly.
THE JOURNAL

The journal is the ordinary simple form used by other organi
zations. It usually contains only two money columns—one for
the debit and one for the credit accounts. In associations where
conditions warrant it, this may be amplified by the addition of
columns. The journal in most cases is used only for closing
entries and for correcting entries which have been made through
the cashbook.
427

The Journal of Accountancy
THE CASHBOOK

The cashbook is in the ordinary columnar form although the
column headings are quite different from those usually found.
Forms “1” and “2” show the ruling and the headings of the
debit and credit sides respectively. Entries are made in the
cashbook after each meeting. The receipts are entered from a
cash sheet (form 4), while the disbursements are entered from the
cheque-book stubs. The books and records of the association are
usually in the custody of the secretary. At the end of the month
the various debit and credit columns are footed and the totals of
the columns are posted to the appropriate general ledger accounts.
The monthly entry would appear as follows:
Cash...............................................................................................
To dues........... ........................................................................
Interest received...............................................................
Fines. .................................................................................
Admission fees...................................................................
Transfer fees......................................................................
Rentals...............................................................................
Stock loans.........................................................................
Installment mortgage loans............................................
Straight mortgage loans..................................................
Notes payable...................................................................
Certificates, full-paid stock..............................................
For cash received during month from above sources.

xx
xx
xx
xx
xx
xx
xx
xx
xx
xx
xx
xx

The amounts entered in the sundries column are posted in
detail to the ledger accounts as the entries are made.
Sundries to cash..........................................................................
xx
Stock loans............................................................................... xx
Installment mortgage loans................................................... xx
Straight mortgage loans......................................................... xx
Withdrawals—dues................................................................. xx
Withdrawals—dividends........................................................ xx
Matured shares—dues............................................................ xx
Matured shares—dividends................................................... xx
Notes payable—principal...................................................... xx
Notes payable—interest......................................................... xx
Certificates, full-paid stock—principal................................. xx
Certificates, full-paid stock—interest.................................. xx
Salaries of officers.................................................................... xx
Expenses (posted in detail from analysis)........................... xx
For cash disbursements during the month for above purposes.

As with receipts the amounts entered in the sundries column
are posted in detail as made. The use of only one column for
expenses as above makes it necessary to maintain a subsidiary
analysis or record in accordance with the ledger account classifi
cation. The purpose of this subsidiary expense analysis is to
reduce the size of the cashbook to a minimum, so that it will not
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be cumbersome to handle. Where a loose-leaf cashbook is main
tained an additional fly-leaf may be inserted to provide the ad
ditional columns necessary on the credit side for a detailed anal
ysis of the operating expenses. A form of expense analysis
operated as a subsidiary record adaptable for this purpose is
shown in form 3.
Cash sheet (form 4) is used at each meeting of the association
for the purpose of recording receipts from members. The secre
tary or treasurer usually receives payments and enters them on
the sheet, making distribution according to the proper classifi
cation. Space is also provided on the form for inserting the pass
book number. At the time entry is made on the cash sheet the
amount is also entered in the member’s pass-book. The entry in
the pass-book is made by a director, who enters the date, amount
—classified as to dues, interest, and fines, and places his initials
thereafter. A page of the member’s pass-book ordinarily used by
associations is submitted in form 5. The pass-book is the re
ceipt by the association to the members for the payments made.
It appears to be the general practice of a great many of the
directors and officers of building and loan associations to accept
money representing dues of members at other than the designated
place of meeting of the association. Money should be accepted
from members only at the designated place of the meeting for the
following reasons:
1. The money may be mingled with the director’s or officer’s
own funds and no record be made of it, with the result that the
member may never receive credit for the payment.
2. The money may be given to a director who is unable to
attend a meeting for some time. During the interval he may
entirely forget the payments made him.
It can readily be seen that this practice might also result in
fraud against the members and the association.
BORROWED-MONEY REGISTER

Associations are permitted to borrow money from banks and
from other building and loan associations.
A borrowed-money register should be maintained by all associ
ations, especially where the association borrows large amounts
from several sources. A complete record of the details thereof,
such as from whom borrowed, amount, date, rate of interest, due
date, etc. should be made in the register. The aggregate amount
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which can be borrowed by an association in this manner is twentyfive per cent of the withdrawal value of the stock. There is
no law as to the rate of interest which associations may pay on
such loans, but there is a ruling of the state banking department
in Pennsylvania that it must be less than six per cent.
LOAN REGISTER

The loan register contains a complete record of all loans of the
association. It is usually divided into sections according to the
classification of loans. The total of each classification should
agree with the respective loan account in the general ledger.
Applications for loans as received are entered in the application
book and kept on file. When formally approved the details on
the application should be recorded in the loan register. A page
of the loan register is shown in form 6. This form is for the mort
gage loan division. The stock loans do not require all of the
information that is required on mortgage loans. In the division
for the recording of stock loans, information is recorded as to the
name of the borrower, book number, series and number of shares.
Columns are also provided for the date and amount of loan,
premium, date and amount of payments. In addition to the loan
register a space is provided in the shareholders’ ledger account for
recording the amount of the loan and the payments. Associa
tions do not always maintain loan registers. Some record similar
information on cards, while many others use the envelope con
taining the mortgage and other papers for this purpose.
shareholders’ ledger

The shareholders’ ledger contains accounts with the various
members of the association. The ledger is usually divided ac
cording to series. The balances of the individual accounts in the
shareholders’ ledger must agree with the control account “due
shareholders’’ in the general ledger. A sheet is used for the ac
count of each member and contains information as to the name,
address, series number, book number and number of shares.
Columns are also provided for recording the date, payments of
dues, interest, fines, admission and sundry payments, amount of
mortgage loan, amount of stock loan and amounts repaid. Form
7 shows a form of the shareholders’ ledger account used by some
associations. Postings to the accounts are made at the time of
meeting when payments are received, the entries being made by a
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director or in some cases by the secretary. In associations where
the transactions are numerous, postings are usually made from the
cash sheet (form 4) at a later date. These must be made before
the next meeting of the association, as it might be necessary to
refer to some of the accounts. Trial balances should be taken of
the shareholders’ ledgers once each month.
WARRANT BOOK

The warrants are bound in book form with stubs, similar to
notes or cheques, and are signed by the secretary and usually by
the president or vice-president. The treasurer does not disburse
money except on warrant or order from the secretary. The
warrant book is not used by all associations. It would not be
necessary to use a warrant in associations where the cheques are
made out and signed by the secretary and then go to the treasurer
for his signature and that of the president or vice-president. The
above plan saves time by doing away with the warrant book.
When the warrant book is used the cancelled warrant comes back
to the secretary and the cancelled cheques to the treasurer. Both
are filed in separate files in numerical order. It is also customary
when the warrant is used to have the payee endorse it as well as
the cheque.
CARD INDEX OF MEMBERS

A card index of members with addresses should be available,
particularly in large associations. These cards should be filed in
alphabetical order and contain complete information in regard to
each member, as to nature and amount of loans, shares of stock,
book number, ledger page of account, series, etc.
CLOSING THE BOOKS

The books are closed annually, semi-annually, quarterly or
even monthly by some associations. Before closing the books all
accruals of both income and expense applicable to the period
should be made. The entries setting up these accruals should be
made through the journal. The closing entries are as follows:
Interest earned..............................................................
Fines..............................................................................................
Admission fees.............................................................................
Transfer fees.................................................................................
Rental received...........................................................................
To profits due shareholders...................................................
To transfer income for period.
Profits due shareholders.............................................................
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To dividends on withdrawals...............................................
To dividends on matured shares..........................................
Interest on notes payable.................................................
Interest on certificates (full-paid stock)......................
Salaries of officers............................................................
Stationery and printing..................................................
Advertising.......................................................................
Rent of office....................................................................
Light and heat.................................................................
Repairs to property........................................................
Insurance.........................................................................
Depreciation.....................................................................
Taxes.................................................................................
To transfer expenses for period.

xx
xx
xx
xx
xx
xx
xx
xx
xx
xx
xx
xx
xx

STATEMENTS

The principal statements prepared by associations are the
financial statement, statement of receipts and disbursements and
a share statement. These statements must also be furnished in
the annual report to the state banking department, together with
other information as to date of incorporation, authorized capital
stock, names and addresses of the officers and directors, etc.
There are several different methods in use by associations for
the apportionment of the profits to the series. The principle,
however, is similar in all cases. In the share statement presented
herewith the series are divided into three distinct terms of matur
ity. The weekly dues to be paid vary according to the term of
maturity, and in this case are 15 cents, 30 cents, and 60 cents per
share weekly. The profits must first be apportioned to the series
according to the term the series must run. The earning powers of
each series must next be determined. In determining the earning
power the 15-cent-weekly basis is used, slight adjustments being
necessary in certain instances. These adjustments are not ab
solutely mathematically accurate. For example, refer to series
number 21 as shown on the share statement. This series is in force
39 weeks with weekly payments of 15 cents making the total dues
paid to date $5.85. This is the shortest term on which the earn
ing power is computed and therefore has the least common de
nominator, resulting in an earning power of one, the next series in
the same term having an earning power of 3 and so on. Series 53
of the double-payment series therefore has an earning power of 2
(twice the amount and once the time, 2x1). It is given twice the
amount of series 21 in order to bring it to the same basis of calcula
tion. The earning powers of each series are then multiplied by
the number of shares in force, which gives the product. The
profit apportioned to the particular term is then divided by the
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total products of all series in that term. This will give the multi
pliers, which when multiplied by the product of the respective
series will give the portion of profits due each series. In order to
determine the profit per share, the profit for the series is divided
by the number of shares in the series.
Example:
Shares
986 X
942
X

Profit per
Profit per
Powers
Product Multiplier
Series
Share
1
986 X .18 =$177,48÷986 = $.18
3
= 2,826 X .18 = 508.68-5-942 = .54

The withdrawal value of the share is of a different amount in
nearly every association. The method employed in determining
the withdrawal value of shares is also different. The principles
used are similar in practically all associations. The percentage
of the withdrawal value to the book value used in the attached
share statement is as follows:
If a member of the association, at time withdrawal is made,
(1)
(2)
(3)
(4)
(5)
(6)
(7)
(8)
(9)

Less than two years, he receives no portion of the profits.
Two to three years, 10% of the profits due him.
Three to four years, 20% of the profits due him.
Four to five years, 30% of the profits due him.
Five to six years, 40% of the profits due him.
Six to seven years, 50% of the profits due him.
Seven to eight years, 60% of the profits due him.
Eight to nine years, 70% of the profits due him.
Over nine years, 100% of the profits due him.

It can readily be seen that a member withdrawing during the
period when the series is only a few years old loses a considerable
portion of the profits earned.
Blank Building and Loan Association
Balance-sheet as at December 31, 1924
ASSETS

Installment mortgage loans............................................... $862,550.00
Straight mortgage loans.....................................................
158,800.00
Stock loans...........................................................................
68,150.00
Realestate............................................................................
800.00
Furniture and fixtures........................................................
621.05
Accounts receivable.............................................................
306.32
Cash......................................................................................
26.56

Total.............................................................................. $1,091,253.93
LIABILITIES

Installment stock dues....................................................... $669,483.35
Full-paid stock.....................................................................
151,700.00
Borrowed money.................................................................. 174,828.00
Earnings due shareholders.................................................
95,242.58
Total.............................................................................. $1,091,253.93
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Blank Building and Loan Association
Cash statement for the year ended December 31, 1924
RECEIPTS

Cash balance, December 31, 1923....................................
Dues......................................................................................
Interest.................................................................................
Fines......................................................................................
Admission fees.....................................................................
Transfer fees........................................................................
Rentals..................................................................................
Stock loans repaid...............................................................
Installment mortgageloans repaid....................................
Straight mortgage loans repaid........................................
Borrowed money.................................................................
Certificates, (full-paid stock)............................................
Sundries................................................................................

$19,427.00
285,074.50
55,418.53
452.64
2,237.40
130.20
758.24
47,250.00
105,650.00
4,675.00
157,436.74
150,100.00
33.50

Total.............................................................................. $828,643.75
DISBURSEMENTS

General expenses.................................................................
Salaries of officers................................................................
Interest on borrowed money.............................................
Borrowed money repaid.....................................................
Installment mortgage loans...............................................
Straight mortgage loans.....................................................
Stock loans...........................................................................
Withdrawals, dues...............................................................
Withdrawals, dividends......................................................
Withdrawals, certificates (full-paid stock).......................
Withdrawals, interest.........................................................
Matured shares, dues..........................................................
Matured shares, dividends.................................................
Expenses on real estate owned...........................................
Sundries................................................................................
Cash balance, December 31,1924......................................
Total..........................................................................
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$2,948.69
4,843.00
6,979.47
152,867.74
336,250.00
64,650.00
67,175.00
45,065.10
34.00
13,400.00
785.35
116,431.75
16,818.25
193.54
175.30
26.56
$828,643.75
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Blank Building and Loan Association
Share Statement as at December 31, 1924

Series No.
D— 1........................
2........................
3........................

No. of No. of
weeks shares
in
in
force force
65
309
39
237
13
228

5........................
6........................
7........................
8........................
9........................
10........................
11........................
12........................
13........................
14........................
15...................... .
16........................
17........................
18........................
19........................
20........................
21........................
22........................

456
430
404
378
352
325
299
273
247
221
195
169
143
117
91
65
39
13

44........................
45........................
46........................
47........................
48......................
49......................
50......................
51......................
52......................
53......................
54......................

274
247
221
195
169
143
117
91
65
39
13

With
drawal
Dues
value
Book value per share
paid
Profit
per
Dues
per
per
Profit
paid Total share
series
series
$667.44 $12,051.00 $2.16 $39.00 $41.16 $39.00
.72 23.40 24.12 23.40
5,545.80
169.64
7.80
7.80 8.04
.24
54.72
1,776.40

774

1,891.80

19,373.20

81
38
157
109
49
279
87
319
374
616
311
506
442
491
700
942
986
1,565

1,895.40
800.28
2,939.04
1,765.80
696.78
3,364.74
876.96
2,641.32
2,558.16
3,326.40
1,343.52
1,548.36
954.72
795.42
756.00
508.68
177.48

5,540.40
2,451.00
9,514.20
6,180.30
2,587.20
13,601.25
3,901.95
13,063.05
13,856.70
20,420.40
9,096.75
12,827.10
9,480.90
8,617.00
9,555.00
9,184.50
5,768.10
3,051.75

68.40
64.50
60.60
56.70
52.80
48.75
44.85
40.95
37.05
33.15
29.25
25.35
21.45
17.55
13.65
9.75
5.85
1.95

91.80
85.56
79.32
72.90
67.02
60.81
54.93
49.23
43.89
38.55
33.57
28.41
23.61
19.17
14.73
10.29
6.03
1.95

84.78
79.24
71.83
66.42
59.91
54.78
48.88
44.26
39.10
34.77
30.12
25.96
21.67
17.71
13.65
9.75
5.85
1.95

72,911.40 16.56 81.90
64,763.40 13.68 74.10
95,538.30 10.80 66.30
56,043.00
8.64 58.50
44,210.40
6.12 50.70
39,768.30
4.32 42.90
33,415.20
3.24 35.10
30,384.90 2.16 27.30
26,656.50
1.08 19.50
19,843.20
.36 11.70
7,878.00
3.90
..........

98.46
87.78
77.10
67.14
56.82
47.22
38.34
29.46
20.58
12.06
3.90

78.20
69.54
60.23
51.92
43.33
35.43
27.30
19.50
11.70
3.90

23.40
21.06
18.72
16.20
14.22
12.06
10.08
8.28
6.84
5.40
4.32
3.06
2.16
1.62
1.08
.54
.18
..........

8,052 26,949.06 158,697.55
887 14,688.72
874 11,956.32
1,441 15,562.80
958 8,277.12
872 5,336.64
927 4,004.64
952 3,084.48
1,113 2,404.08
1,367 1,476.36
1,696
610.56
2,020

13,107 67,401.72 491,412.60
21,933 $95,242.58 $669,483.35
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Form 2
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Form 5

Form 6

Form 7
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Some Problems in Loan Valuation Simplified
By Edward Fraser
MONTHLY PAYMENT LOANS

Text-books on elementary actuarial science, such as account
ants use, deal generally, for the sake of explicit examples, with
loans which mature exactly in a certain number of equal pay
ments, as in this manner the correctness of the solution given is
easily proved. In practice, however, the final payment is often
an odd amount, as it is usually desirable to have the monthly or
periodic payments in round figures.
Where the equal monthly payment includes interest on the
unpaid balance the accountant is frequently called upon to cal
culate the balance unpaid at a certain date. In the case of a loan
extending over a long period with a final payment of an unknown
odd amount this might be a tedious matter if each payment had
to be calculated separately, but a short formula is as follows, P
being the amount of each equal periodic payment, i the periodic
rate of interest and in the number of payments made:
P (P
.
Unpaid balance= — —(---- original loan ) (1-i)m
i
i
For instance, if the original loan were $1,291.23, the monthly
payments $20.00 each, the rate of interest one-half of one per
cent per month and 41 payments had been made, the unpaid
balance would be:
20 20

—1,291.23 ) (1.005)41
.005
.005
= 4,000-(4,000-1,291.23) 1.226898=676.61 (plus)

Only one multiplication has to be made if a compound-interest
table is available.
This formula is explained as follows. Consider the loan as
originally made to have been the purchase price of two invest
ments, the first an annuity of P for m periods, costing P am/
and the second the present value of a certain sum of money, X,
due at the end of m periods, X representing the present value at
that time of the balance of the annuity, an unknown amount.
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As the total original cost is known, being the amount of the loan,
the formula becomes:

Original loan=P am+X vm
X vm = loan—P am

p_(p -loan) (1+i)m
i
i

The result can of course be obtained from the first lines of the
formula if the an/ table is available but as more calculations have
to be made the liability to err is greater.
ANNUITIES DUE

Where the payment is made in advance in place of at the end
of the period the present value or amount of such an annuity is
found by multiplying an/ or sn] by (1+i) or, if m and p are dif
m

jp
j being the nominal annual rate of interest,
m
m the number of times per annum the interest is to be com
pounded and p the number of times per annum the payments
are made. This is a simpler formula than that usually given
and there is less chance of error in interpreting the symbols.
That this method is correct can be easily shown by writing
down a few terms of the geometrical progression composing an
annuity certain and the corresponding terms for an annuity due.
Each of the latter will be seen to be each of the former multiplied

ferent, by ( 1 +

m

by (1+i) or by

jp as the case may be.
1+
m
DEFERRED ANNUITIES

Two methods are usually given for ascertaining the present
worth of deferred annuities: a t+n — at and
vtan. As the
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present value of an annuity is the same as the present value of
its amount another formula is vt+n sn .
A question in the Institute examination of May, 1925, re
quired the sinking fund at 4% necessary to meet an annuity of
$10,000.00 per annum for ten years deferred ten years. This
could be answered either by dividing the present value of the
deferred annuity by a 20 or by dividing the amount by s 20/.
VALUE OF AN ANNUITY WHERE A SINKING FUND

IS TO BE ACCUMULATED AT A SMALLER RATE THAN IS TO BE
EARNED ON THE INVESTMENT

Where the rates of interest are the same it is obvious to the
student of actuarial science that the cost of an annuity of 1 per
period will be refunded by providing a sinking fund of (1—i an )
therefore an = sn (1— i an ). This same formula can be used
to ascertain an , an unknown amount, by calculating sn at the
given sinking-fund rate, i being the rate to be earned on the
investment. By multiplying the items within the bracket by
sn , as calculated, an/ is arrived at and is then multiplied by the
amount of the annuity. This method is much more easily under
stood than Hoskold’s complicated formula.
For example, an investor desiring to earn 7% on his invest
ment, but able to earn only 4% in a sinking fund, wishes to pur
chase a lease having 20 years to run with a net rental income of
$10,000.00 per annum. What could he pay for the lease?
Formula:

an
sn
an
a

= sn (1 — i an )
for 20 years at 4% is 29.7780786
= 29.7780786 (1 - . 07 an )
= 29.7780786-2.0844655 an

3.0844655 an = 29.7780786
an = 9.6542103
multiply by $10,000, cost equals $96,542.103.

Interest at 7% on the investment would be $6,757.9472 per
annum and a sinking fund of the annual excess received—
$3,242.0528—invested at 4% would produce $96,542.10 in 20
years.
Where the rates of interest differ, the excess received over the
interest earned is not applied in direct reduction of the invest
ment and the amount of interest earned annually is maintained
unchanged during the entire period. An investor might have
440

Some Problems in Loan Valuation Simplified

considerable trouble in proving to a field examiner that the inter
est earned on the sinking fund was not taxable income!
PURCHASE PRICE OF A BOND REDEEMABLE AT MATURITY AT

A PREMIUM

Bond tables do not reflect premiums and Makeham’s formula
is easily forgotten, in addition to which j does not represent the
actual interest collected on par (unity), which is confusing to the
student, “par” in this case being the principal ultimately re
ceivable including the premium.
Simply add to the value shown by the bond table the present
value of the premium to be received. This is obvious, as the
bond-table figure is the present value of the interest coupons
receivable plus the present value of par (unity), both calculated
at the rate of interest desired.
Where neither bond nor an tables are available and where
the rate of interest desired is one to be found in a compound
interest table, a simple means of ascertaining the purchase price
of a bond is to multiply the amount receivable at maturity,
including premium if any, by
vnX j j being the nom
inal rate received on the principal including premium and vn of
course being calculated at rate i. This is an adaptation of Make
ham’s formula.
For example a $1,000 bond bearing 4½% interest is due in 20
years at a premium of 20%. The purchaser desires to earn 5%.
On a basis of $1,200 j is not 4½% but 3¾%; vn at 5% is .3768895.
The purchase price is therefore:
.0375
1200 (.3768895+ .0375
.3768895X
.05
.05
= 1200 (.3768895+.75 -.3768895X .75)
= 1200 (1.1268895
-.2826671)
= 1200X .8442224 = 1013.06688
Where an an table is available the present worth at 5% of
the coupon annuity of $45.00 per annum for 20 years is shown to
be $560.7995 and the present worth at 5% of $1,200.00 due in 20
years is $452.2674, a total of $1,013.0669 as above.
The “yield” rate given in the usual bond table is the nominal
rate per annum, not the effective rate: that is to say a yield rate
of 5% means an effective rate of 2½% per half year where the
coupon rate given is stated to be payable semi-annually.
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EDITORIAL
The hearings which have been conducted
by the ways and means committee of
the house of representatives on proposed
amendments of the federal tax law are remarkable in many ways.
One of the most noteworthy features of the hearings, and also of
the information which has been given out by members of congress,
is the evident desire to bring about reduction irrespective of party
lines. Some of the most sweeping suggestions for reduction have
naturally been made by the party in opposition to the govern
ment, and there has been a tendency in some quarters to oppose
the proposals of the treasury department apparently for no other
reason than for the sake of opposition. On the whole, however,
there has been an admirable spirit of cooperation in the effort to
bring about a reform which the present fiscal conditions of the
country seem to justify. This may be due to an improvement in
sense of responsibility on the part of members of congress, but
there is also a cause further back. The business men of the
country are almost unanimous in their desire that whatever
reduction of tax rate can be made should be put into effect at the
earliest possible moment. And the ears of legislators are open to
the cry of their constituents.
Not Altogether
a Party Matter

A few years ago it would have been con
sidered almost Utopian to suggest a
scale of income taxation comparable
with that which will probably be embodied in the new bill to be
presented in congress this month. As a nation we were staggered
by the weight of our debt following the war and many business
men looked forward with a feeling of resignation, but not content,
toward a long-continued imposition of taxes highly obstructive
to business success. The natural but astonishing recuperative
powers of nations and of business have been brought into play,
and we now are on the threshold of an era in which taxation will
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almost certainly be reduced to a point at which it will cease to be a
real impediment to progress. Anything may happen in a world
which in less than seven years can pass from Versailles to Locarno.
The nations look with awe upon what is happening in in
ternational relationship. There is a feeling of reverence for
the spirit which rendered possible the miracle of Locarno. In
only a less degree is the recovery of business marvellous. And
if one pauses to consider the whole history of fiscal affairs
since 1918 he will experience something of the same amazement
and astonishment which accompanies the return of international
comity.
No doubt the changes which through
The Market Rampant the past seven years have been taking
place in world politics and in national
business are chiefly responsible for the unprecedented bull market
which runs its tempestuous way through the canons of Wall
Street. Everybody seems to be convinced that the growth of
business with an altogether unparalleled speed is due to begin.
The public with its savings is thoroughly “in” the market
and so long as the rise continues all will go as merrily as a wedding
bell. Thevoiceof the pessimist is unheeded, if heard at all. The
student of price cycles with his warning that reaction must follow
in the natural course of events is brushed aside. We are in a bull
market and we are going to have a wonderful time. Step by step
with the extraordinary activity of the street are land booms and
a host of other speculative developments which afford an outlet
for the superabundant enthusiasm of the people. The pro
spective reduction of taxes seems to have been discounted and
possibly over discounted. And the noteworthy feature of the
whole movement is that it seems to be largely justified by the
prospects of peace, prosperity and goodwill. This is a wonder
ful time and it is devoutly to be wished that it may continue, so
long as we do not approach dangerous inflation of value. There
are those who say that inflation is already here, but the facts do
not seem to indicate truth in that statement. Such inflation as
there may be does not seem perilous. With the wish for a con
tinuance of the prosperity it may be appropriate to send forth
another wish that when the tide turns there will be a slow and
not a rapid ebb. The speed with which there may be decline in
market values will depend upon investors. If a bear market
begins, its development will turn upon the psychology of the
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people. If they can confront a slow and gradual decline without
consternation there will be no violent break. If panic fear ac
companies a falling market the result may be disastrous—but that
is not to be expected.
It is with hearty gratification that one
learns of the settlement accepted by
The Italian Debt
Italy and the United States, through
their representatives, for the payment of the financial debt which
the former country owes to the latter. In marked contrast to
some negotiations which have not been entirely forgotten, Italy
apparently came into the conference with a firm and honest
intention of making a proposition which would be acceptable to
the creditor country. There seemed to be little wrangling and
much frank good spirit about the whole affair. These Americans
were found not to be avaricious Shylocks, but very lenient folk to
whom those who owed could pay on almost any terms which the
debtors named. There has been some feeling in foreign lands
that America would insist upon its pound of flesh, and yet we find
that the terms of debt settlement between Italy and this country
mention rates of interest which would be regarded as foolish
between business corporations. For the first five years there is
to be no interest at all, and thereafter the rate will rise by slow
degrees from one-eighth of one per cent to two per cent per annum.
It is only in the last seven years of the sixty-five year period ac
cepted by the parties that the rate of interest will reach two per
cent. The American government is to be thoroughly congratu
lated upon its liberal and friendly attitude. An agreement such
as that which has been effected with Italy makes for the peace of
all the world. Beyond that it makes for the restoration of the
reputation of America. Those who have travelled recently in
foreign countries can not have failed to be impressed by the feeling
of business men and government officers that America was the
world’s money-lender with just about as much appeal to the
hearts of men as money-lenders usually have. We profess to be a
humanitarian nation, and it is a singularly good thing to give
evidence of it. What has been done in the case of Italy might
have been done for France. No doubt the negotiations with the
great sister republic will be speedily resumed, and with the Italian
precedent before them it is to be expected that the representatives
of France will come better prepared than their predecessors. It
is inconceivable that two nations which have lived in harmony so
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long and fought so often together should not be able to bring
about a fair and commonly satisfactory adjustment of what is
after all only a question of money. Those who travel abroad
next year—And is there anyone who does not intend to travel
abroad next year?—should find a different welcome when they
land on continental shores.
A good deal of interest attaches to a

An International
Congress of Accountants meeting which has been called by cer

tain societies in the Netherlands to be
held at Amsterdam in July next year. It is to be an international
congress of accountants following, in general, the plans of the
meeting held in 1904 at St. Louis, Missouri. Details of the meet
ing with a list of societies which will participate were published in
the Bulletin of the American Institute of November 15th. Prac
tically all the leading societies of Great Britain and of the British
dominions, the American Institute of Accountants, the National
Association of Cost Accountants, several Scandinavian groups
and others will be represented, and a schedule of professional dis
cussions is being arranged which promises to have value for all
those who attend from whatever countries they come. This will
be the most truly international congress in the history of account
ancy. At St. Louis there was representation from the British,
Canadian and American organizations, but next year continental
Europe is to contribute its quota and the meeting will be held in a
place so central that there will be no difficulty in inducing the
attendance of accountants from all parts of the continent. Most
American accountants seem to have adopted the practice of spend
ing the summer in Europe and a large number will doubtless
journey to Amsterdam representing the Institute. One of the
fruits of the return of peace seems to be development of the inter
national meeting idea. Various professions, trades and philoso
phies have been getting together for the advancement of their
respective interests throughout the world, and now accountancy
is not to be forgotten. The Amsterdam congress deserves and
will doubtless achieve important accomplishment.

Attention has recently been directed to
a provision of the regulations issued by
the federal reserve board which is
of importance to accountants and notebrokers. The provision

Statements of
Borrowers
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is not new, but apparently it has escaped the attention of many
people most likely to be interested. In the regulations, series of
1924, section 4, under the heading ‘‘promissory notes” occurs
the following paragraph:
“Whenever the borrower has closely affiliated or subsidiary corporations
or firms, the borrower’s financial statement shall be accompanied by
separate financial statements of such affiliated or subsidiary corporations
or firms, unless the statement of the borrower clearly indicates that such
note is both eligible from a legal standpoint and acceptable from a credit
standpoint: provided, however, that the federal reserve bank to which such
note is offered for rediscount may waive this requirement until May 1,
1925, in any case where such borrower and the affiliated or subsidiary
corporations or firms have not issued separate financial statements prior
thereto.”

The intention of the federal reserve board is not perfectly clear.
If literally interpreted it would seem to mean that if a holding
company had fifty subsidiary corporations or firms and any one
of those fifty organizations offered commercial paper for discount
the bank would require not only a consolidated statement of the
entire group, but also a statement of each individual entity. It
is easily conceivable that the majority of the affiliated companies
would have no association whatever with the notes offered for
discount and would not be in any way responsible for them.
Complete obedience to this regulation in such a group of com
panies would overwhelm the banker and the notebroker as well.
In actual practice this regulation has not been observed literally,
but there has been an interpretation of its meaning which seems
to have been acceptable to the federal reserve banks. The custom
has been to submit with the commercial paper tendered as
security for loan the financial statement of the company which is
the actual maker of the notes. If this is a subordinate company
there is submitted also a consolidated statement of the entire
group of which the borrower is one. If the maker of the notes is
the holding company, a consolidated statement is all that is re
quired. This is another case in which sweet reasonableness is
necessary to effective administration. It seems, however, that it
might be desirable for the federal reserve board to revise its
regulation and make it perfectly clear what is wanted. Some
highly technical person might prepare a bundle of financial
statements which would be expensive to produce and impossible
to digest, and furthermore would have no bearing at all upon the
value of the paper.
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Editorial
A correspondent has been giving thought
to the various offers which are made by
certain stationers and vendors of office
appliances to allow commission to the accountants who are in
strumental in assisting the sale of their wares. It is an old sub
ject and not a particularly pleasant one, but this correspondent
has a new thought about it. He draws attention to an advertise
ment issued by an accountant which says, "Keep that smile
working. A persistent one-horse grin has been known to ditch a
ninety horse-power grouch—smile.” For some reason our cor
respondent does not think that this joyful philosophy is in keeping
with professional dignity. Then he places in juxtaposition a
circular letter from a stationer offering commissions, and he comes
to the conclusion that one reason why accountants are being
annoyed by offers of commission is that their own advertising,
when they advertise, may be so contemptible that no business
man would think it possible to insult them. This thought is not
without merit.

Cause and Effect
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A. W. Gregg, solicitor of internal revenue, while conferring with the ways
and means committee in reference to federal tax matters, is reported to have
said;
“The original recommendation of the treasury department was for the
establishing of an independent board to settle tax cases. Congress changed
that and gave us instead a court to establish precedents for the
disposition of other cases pending in the bureau,—also a much-needed
body.
“Having done that, it seems to me that congress should go the whole
way and establish it in name in other respects as they have established it
in fact, as a court; call it a court and give the members long terms.
“I think making it a court involves making the appointments to it for
life on good behavior, and give the members salaries that are adequate,
and continue what we have now—a body to create precedent for the
disposition of other cases in the bureau."
These comments by Mr. Gregg are illuminating as indicating the viewpoint
of the commissioner as to the purposes of the United States board of tax appeals.
The viewpoint of the taxpayer, which may be erroneous however, is that the
board stands between him and the commissioner on contested matters of fact
as well as of interpretation of the provisions of the acts; that this body views
impartially the questions brought before it and attempts to do exact justice
in deciding each case.
It seems a fair assumption that congress had more of the taxpayer’s view
point than that of Mr. Gregg when it started out to create such a body, though
in the vicissitudes attending the enactment of the law, congress may have
reluctantly changed the phraseology to indicate the purpose seen by Mr. Gregg.
A review of the cases decided by the board reveals that it has been as untir
ing in finding facts as it has been in interpreting the law. Such review reveals
also that many, if not indeed a majority, of the cases adjudicated have been
decided upon the showing of facts. That this is so is evidenced by the fact
that accountant representatives of taxpayers in their earlier contacts found it
so difficult properly to apprise the board of facts known to the representatives.
Without knowledge of the viewpoint of the board itself, it seems evident from
the recorded history of the cases set before it that the board believes that it is
authorized to find facts, and that it has in the course of its work found it neces
sary to establish precedents as to matters of interpretation of the law.
When the number of courts to which one may appeal for interpretation of
the law is considered, it would appear that limiting the board’s work to estab
lishing precedents for use of the bureau would be a distinct disappointment to
the large body of taxpayers who have been unable to settle their cases satisfac
torily with the bureau.
As to appointing the members of the board for life and giving them adequate
compensation, it is probable that no dissenting voice among the taxpayers will
be heard. The latter have been in general well treated by the board whose mem
bers have been patient and assiduous in the consideration of their cases. Their
duties are arduous and must involve many hours of labor after most of us are
at home, and their work has been most praiseworthy.
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It has been pointed out that if the board’s activities were limited to establish
ing precedents in matters of law, there would be little use for certified public
accountants to practise before that body. It is not quite apparent that this
is the fact, for many of the accountants admitted to practice are able to argue
upon the matters of law involved in their cases, as they are to bring the facts
properly to the board’s notice. Whether or not the board would permit certi
fied public accountants to practise before it if the scope of its work were limited
as indicated is quite another matter. As the large majority of its members
are of the legal profession, it is probable that the board would feel more con
fidence in arguments made by lawyers, and that it would feel that accountants
generally were not properly equipped to render this service.
It will be a matter of great interest to follow the development of the thought
of congress upon this subject, and it seems probable that congress, before enact
ing the law, will ponder quite seriously the question of what it is that the
taxpayer wants.
TREASURY RULINGS

(T. D. 3751, September 3, 1925)
Income and excess profits tax—Revenue act of 1918—Invested capital—Decision
of court
Earned Surplus—Undivided Profits.
Undistributed net earnings for a given year do not constitute earned surplus
or undivided profits so long as there is an unprovided for debit item appearing
on the books of the corporation.
The following decision of the United States district court for the district of
Minnesota, third division, in the case ofMilton Dairy Co. v. Willcuts, collector
of internal revenue, is published for the information of internal-revenue officers
and others concerned.
United States District Court, District of Minnesota, Third Division.
(No. 240)
Milton Dairy Co., plaintiff, v. Willcuts, collector of internal revenue
(July 31, 1925)
MEMORANDUM OPINION

Molyneaux, district judge: The facts in this case may be stated as follows:
In the computation by the taxpayer of its income and excess-profits tax for the
fiscal year ended February 28, 1918, and the fiscal year ended February 28,
1920, it adopted an invested capital; that upon an audit of the return of the
taxpayer the government refused to accept the invested capital set up, but
reduced the invested capital of the corporation for the fiscal year 1919 by the
sum of $11,489.26, and for the fiscal year of 1920 by the sum of $29,853.03,
which amounts were claimed by the taxpayer to be undivided profits or earned
surplus; that on February 28,1917, the company had an operating deficit shown
on its books of approximately seventy thousand ($70,000) dollars, and when
it claimed to have earned surplus, it still had the same unprovided-for deficit
which was greater than the total alleged earned surplus for the two years in
question.
Reduction in invested capital operates to increase taxes. The increase was
accordingly assessed and paid and the correctness of the assessment is now in
dispute. The statute involved is revenue act of 1918 (40 Stat. L., pp. 1058,
1092, and 1093):
Sec. 326. (a) That as used in this title the term "invested capital’’ for any
year means (except as provided in subdivisions (b) and (c) of this section):
(1) Actual cash bona fide paid in for stock or shares;
(2) Actual cash value of tangible property, other than cash, bona fide paid in
for stock or shares, at the time of such payment, but in no case to exceed the par
value of the original stock or shares specifically issued therefor, unless the actual
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cash value of such tangible property at the time paid in is shown to the satis
faction of the commissioner to have been clearly and substantially in excess of
such par value, in which case such excess shall be treated as paid-in surplus:
Provided, That the commissioner shall keep a record of all cases in which
tangible property is included in invested capital at a value in excess of the
stock or shares issued therefor, containing the name and address of each tax
payer, the business in which engaged, the amount of invested capital and net
income shown by the return, the value of the tangible property at the time
paid in, the par value of the stock or shares specifically issued therefor, and
the amount included under this paragraph as paid-in surplus. The commis
sioner shall furnish a copy of such record and other detailed information with
respect to such cases when required by resolution of either house of congress,
without regard to the restrictions contained in section 257;
(3) Paid-in or earned surplus and undivided profits; not including surplus
and undivided profits earned during the year;
(4) Intangible property bona fide paid in for stock or shares prior to March
3, 1917, in an amount not exceeding (a) the actual cash value of such property
at the time paid in, (b) the par value of the stock or shares issued therefor, or
(c) in the aggregate 25 per centum of the par value of the total stock or shares
of the corporation outstanding on March 3, 1917, whichever is lowest;
(5) Intangible property bona fide paid in for stock or shares on or after
March 3, 1917, in an amount not exceeding (a) the actual cash value of such
property at the time paid in, (b) the par value of the stock or shares issued
therefor, or (c) in the aggregate 25 per centum of the par value of the total
stock or shares of the corporation outstanding at the beginning of the taxable
year, whichever is lowest: Provided, That in no case shall the total amount
included under paragraphs (4) and (5) exceed in the aggregate 25 per centum
of the par value of the total stock or shares of the corporation outstanding at
the beginning of the taxable year; but
(b) As used in this title the term “invested capital” does not include bor
rowed capital.
(c) There shall be deducted from invested capital as above defined a per
centage thereof equal to the percentage which the amount of inadmissible
assets is of the amount of admissible and inadmissible assets held during the
taxable year.
(d) The invested capital for any period shall be the average invested capital
for such period, but in the case of a corporation making a return for a frac
tional part of a year, it shall (except for the purpose of paragraph (2) of sub
division (a) of section 311) be the same fractional part of such average invested
capital.
The average invested capital for the pre-war period shall be determined by
dividing the number of years within that period during the whole of which the
corporation was in existence into the sum of the average invested capital for
such years.
Plaintiff’s contention is that under the provision—(3) Paid-in or earned sur
plus and undivided profits, not including surplus and undivided profits earned
during the year—the net profits for the two fiscal years above referred to
should be added to the invested capital, reducing the tax in the sum claimed
in the complaint, $1,804.19.
It is clearly provided by the statute that earned surplus or undivided profits
constitute invested capital, but in my view the corporation did not have true
earned surplus or undivided profits during the years in question. My view of
this case is that the plaintiff’s contention can not be sustained and that it
violates the spirit and letter of section 326, revenue act of 1918 (40 Stat. L.,
pp. 1058, 1092, 1093).
The statute defines what assets shall go to make up “invested capital,”
at the time of the organization of the company or the inception of business,
and an examination of the statute will show that such assets are to be taken
at their real value in establishing the “invested capital,” and as the corpora
tion proceeds to conduct its business from year to year it may increase its
capital stock by adding thereto the net surplus or profits. The question
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involved is, did the taxpayer have any earned surplus or undivided profits for
the fiscal year ended February 28, 1919, and the fiscal year ended February
28, 1920, which it could add to its “invested capital?” The statute provided
the method of ascertaining invested capital at the organization of the corpora
tion, specifically naming the items to be included, and the items permitted
would reflect the net assets of the corporation. The “invested capital"
established by the corporation at its inception is not in controversy in this case.
The controversy arose over the right of the taxpayer to increase the amount of
the “invested capital” by the amount of the alleged earned “undivided
profits.” while it had upon its books the deficit referred to. The government’s
claim is not that the earned surplus or undivided profits do not constitute
“invested capital” but that the corporation had no true “earned surplus” or
“undivided profits” during the years in question. At the time the corpora
tion claimed to have “undivided profits” it had on its books a debit item
denominated “operating deficit” which was in excess of the “undivided
profits” for the two years in question.
This was a charge against the assets and reduced the assets in the amount of
the debt. In computing its “surplus” or “undivided profits” it failed to take
into account such debit. I think the scheme of the statutes is to ascertain the
true value of the assets at the inception of the corporation and to maintain the
true value of the assets throughout the duration of the corporation, as the
basis of calculating the amount of invested capital on which the tax is to be
computed.
The corporation had a fixed invested capital at its inception, which repre
sented the uninflated value of its assets. Only true earned surplus and undi
vided profits can be included in the computation of “invested capital,” and if
for any reason the books do not properly reflect the true surplus such adjust
ments must be made as are necessary in order to arrive at the accurate amount.
(Holmes on Federal Taxation, 1919 ed., 728.)
In order to do this in the present case it will be necessary to apply the earn
ings for the fiscal year 1919, $11,489.26, and the fiscal year 1920, in the sum of
$29,853.03, against the $70,000 deficit upon the books.
(T. D. 3755, September 26, 1925)
Income tax—Revenue act of 1916—Decision of supreme court
1. Income—Dividends—Exchange of Stock for Stock.
Where stockholders of a corporation organize a new corporation in another
state to take over the business and assets of the old corporation, stockholders
of the old corporation exchanging their stock for stock in the new corpora
tion on the basis of one share of common stock for five shares of common
and one share of 7 per cent preferred for one and one-third shares of 6 per
cent preferred, a different proportional interest, and the old corporation is
thereupon dissolved, income is realized by stockholders under the provisions
of the revenue act of 1916 to the extent that the stock received in the new
corporation was greater in value than the cost of the stock of the old cor
poration.
2. Corporations—Reorganization—Separate Entity.
Where stockholders of an existing corporation organize a new corporation
under the laws of another state with a larger and. different capitalization of
preferred and common stock to take over the entire business and assets and
existing surplus of the old corporation, the new corporation is a separate and
distinct corporate entity and the exchange of stock for stock results in tax
able income being received by stockholders.
3. Cases Followed and Distinguished.
United States v. Phellis (257 U. S. 156, T. D. 3270); Rockefeller v. United
States (257 U. S. 176, T. D. 3271); Cullinan v. Walker (262 U. S. 134, T. D.
3508) followed. Eisner v. Macomber (252 U. S. 189, T. D. 3010); Weiss v.
Steam (265 U. S. 242, T. D. 3609) distinguished.
The following decision of the supreme court of the United States, in the
case of Walter L. Marr v. United States, is published for the information of
internal-revenue officers and others concerned.
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Supreme Court of the United States. (1793)
Walter L. Marr, appellant, v. United States
Appeal from Court of Claims
(June 1, 1925)
Prior to March 1, 1913, Marr and wife purchased 339 shares of the preferred
and 425 shares of the common stock of the General Motors Co. of New Jersey
for $76,400. In 1916 they received in exchange for this stock 451 shares of
the preferred and 2,125 shares of the common stock of the General Motors
Corporation of Delaware, which (including a small cash payment) had the
aggregate market value of $400,866.57. The difference between the cost of
their stock in the New Jersey corporation and the value of the stock in the
Delaware corporation was $324,466.57. The treasury department ruled that
this difference was gain or income under the act of September 8, 1916 (ch.
463, Title I, secs. 1 and 2, 39 Stat. 756, 757), and assessed on that account an
additional income tax for 1916, which amounted, with interest, to $24,944.12.
That sum Marr paid under protest. He then appealed to the commissioner
of internal revenue by filing a claim for a refund, and upon the disallowance
of that claim brought this suit in the court of claims to recover the amount.
Judgment was entered for the United States. (58 Ct. Cls. 658.) The case
is here on appeal under section 242 of the judicial code.
The exchange of securities was effected in this way: The New Jersey cor
poration had outstanding $15,000,000 of 7 per cent preferred stock and $15,000,000 of the common stock, all shares being of the par value of $100. It
had accumulated from profits a large surplus. The actual value of the common
stock was then $842.50 a share. Its officers caused to be organized the Del
aware corporation, with an authorized capital of $20,000,000 in 6 per cent
nonvoting preferred stock and $82,600,000 in common stock, all shares being
of the par value of $100. The Delaware corporation made to stockholders in
the New Jersey corporation the following offer for exchange of securities: For
every share of common stock of the New Jersey corporation five shares of
common stock of the Delaware corporation. For every share of the preferred
stock of the New Jersey corporation one and one-third shares of preferred
stock of the Delaware corporation. In lieu of a certificate for fractional
shares of stock in the Delaware corporation payment was to be made in cash
at the rate of $100 a share for its preferred and at the rate of $150 a share for
its common stock. On this basis all the common stock of the New Jersey
corporation was exchanged and all the preferred stock except a few shares.
These few were redeemed in cash. For acquiring the stock of the New Jersey
corporation only $75,000,000 of the common stock of the Delaware corpora
tion was needed. The remaining $7,600,000 of the authorized common stock
was either sold or held for sale as additional capital should be desired. The
Delaware corporation, having thus become the owner of all the outstanding stock
of the New Jersey corporation, took a transfer of its assets and assumed its
liabilities. The latter was then dissolved.
It is clear that all new securities issued in excess of an amount equal to the
capitalization of the New Jersey corporation represented income earned by
it; that the new securities received by the Marrs in excess of the cost of the
securities of the New Jersey corporation theretofore held were financially the
equivalent of $324,466.51 in cash; and that congress intended to tax as income
of stockholders such gains when so distributed. The serious question for
decision is whether it had power to do so. Marr contends that, since the new
corporation was organized to take over the assets and continue the business
of the old, and his capital remained invested in the same business enterprise, the
additional securities distributed were in legal effect a stock dividend; and that
under the rule of Eisner v. Macomber (252 U. S. 189), applied in Weiss v. Steam
(265 U. S. 242), he was not taxable thereon as income, because he still held the
whole investment. The government insists that identity of the business
enterprise is not conclusive; that gain in value resulting from profits is taxable
as income, not only when it is represented by an interest in a different business
enterprise or property, but also when it is represented by an essentially differ
ent interest in the same business enterprise or property; that in the case at
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bar, the gain actually made is represented by securities with essentially dif
ferent characteristics in an essentially different corporation; and that, con
sequently, the additional value of the new securities, although they are still
held by the Marrs, is income under the rule applied in United States v. Phellis
(257 U. S. 156); Rockefeller v. United States (257 U. S. 176); and Cullinan v.
Walker (262 U. S. 134). In our opinion the government is right.
In each of the five cases named, as in the case at bar, the business enterprise
actually conducted remained exactly the same. In United States v. Phellis,
in Rockefeller v. United States, and in Cullinan v. Walker, where the additional
value in new securities distributed was held to be taxable as income, there had
been changes of corporate identity—that is, the corporate property, or a part
thereof, was no longer held and operated by the same corporation; and, after
the distribution, the stockholders no longer owned merely the same propor
tional interest of the same character in the same corporation. In Eisner v.
Macomber and in Weiss v. Steam, where the additional value in new securities
was held not to be taxable, the identity was deemed to have been preserved.
In Eisner v. Macomber the identity was literally maintained. There was no
new corporate entity. The same interest in the same corporation was repre
sented after the distribution by more shares of precisely the same character.
It was as if the par value of the stock had been reduced, and three shares of
reduced par-value stock had been issued in place of every two old shares—
that is, there was an exchange of certificates but not of interest. In Weiss v.
Steam a new corporation had, in fact, been organized to take over the assets
and business of the old. Technically there was a new entity; but the corporate
identity was deemed to have been substantially maintained because the new
corporation was organized under the laws of the same state, with presumably
the same powers as the old. There was also no change in the character of
securities issued. By reason of these facts, the proportional interest of the
stockholder after the distribution of the new securities was deemed to be
exactly the same as if the par value of the stock in the old corporation had been
reduced, and five shares of reduced par value stock had been issued in place
of every two shares of the old stock. Thus, in Weiss v. Stearn, as in Eisner v.
Macomber, the transaction was considered, in essence, an exchange of certifi
cates representing the same interests, not an exchange of interests.
In the case at bar the new corporation is essentially different from the old.
A corporation organized under the laws of Delaware does not have the same
rights and powers as one organized under the laws of New Jersey. Because
of these inherent differences in rights and powers, both the preferred and the
common stock of the old corporation is an essentially different thing from
stock of the same general kind in the new. But there are also adventitious
differences, substantial in character. A 6 per cent nonvoting preferred stock
is an essentially different thing from a 7 per cent voting preferred stock. A
common stock subject to the priority of $20,000,000 preferred and a $1,200,000
annual dividend charge is an essentially different thing from a common stock
subject only to $15,000,000 preferred and a $1,050,000 annual dividend charge.
The case at bar is not one in which after the distribution the stockholders have
the same proportional interest of the same kind in essentially the same cor
poration. Affirmed.
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DETERMINING EFFECTIVE RATES OF BONDS

When bonds are purchased at a discount and held to maturity the total
income earned by the investor consists of two elements, namely, the total
coupon or cash interest and the total discount. Since the total income over
the entire period of ownership consists of these two elements, the income for
each period should also consist of proper portions of these two elements. That
is to say, the discount should be amortized or accumulated over the life of the
investment, and should neither be taken up immediately as income at the date
of acquisition nor deferred until the maturity of the bonds and taken up as
income in total at that time.
Conversely, if bonds are purchased at a premium and held to maturity, the
income over the period of ownership consists of the total cash interest minus
the premium which was paid at the date of purchase and which will be lost by
the redemption of the bonds at par at maturity. Therefore, the income of
each period should be the amount of the cash interest minus a proper proportion
of the premium.
There is a tendency on the part of investors in bonds and other terminable
securities to ignore the amortization of premium and accumulation of discount,
particularly if there is no certainty that the securities will be held until matu
rity. Even in such cases, however, it would appear preferable to treat the
premium or discount as properly subject to periodical reduction, because, since
a bond bought at a premium theoretically decreases in value as it approaches
maturity, and a bond bought at a discount increases in value as it approaches
maturity, any omission of amortization misstates the periodical income, and
misstates the profit or loss on the sale of the security.
The principles which govern the amortization of premium and discount by
an investor also govern the amortization on the books of the obligor and, in
the latter case, there is not the same excuse for ignoring the amortization
because, while the investor may not hold the security until its maturity and
hence may not realize the discount or suffer the loss of the premium in full, the
obligor will, ignoring a possible exercise of conversion or pre-maturity redemp
tion privileges, pay the liability at par.
Except in the case of serial bonds and other obligations payable in instal
ments, it is usually regarded as sufficiently accurate to apportion the discount
or premium equally among the several interest periods. For instance, let us
assume that 7% bonds of a par value of $100,000.00, payable in five years
with semi-annual interest, are bought for $104,265.10. Schedule 1 shows the
equal apportionment of the premium over the ten interest periods and the
semi-annual net income of $3,073.49, representing $3,500.00 cash interest
collected minus $426.51 premium amortized.
This equal instalment method of amortization is not scientifically correct and
does not accurately state the income on the investment during successive
periods. The semi-annual amortization of $426.51 represents a reduction of
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the carrying value. That is to say, the investor regards the $3,500.00 cash
received as consisting of two parts, namely, a partial return in the amount of
$426.51 of the premium paid at the time of purchase, and income of $3,073.49.
But since the investment during each successive period is thus reduced the
income during each successive period should correspondingly decrease. That
is to say, the income of the first period should be larger than $3,073.49, and the
income for the last period should be less than $3,073.49.
Schedule 1
Statement of income per six months’ period if premium is amortized in
equal instalments
Premium
Net
Cash
income
amortized
Period
coupon
(3)
(2)
(1)

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

$3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00

$426.51
426.51
426.51
426.51
426.51
426.51
426.51
426.51
426.51
426.51

$3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49

$35,000.00

$4,265.10

$30,734.90

...........................................................
..........................................................
...........................................................
..........................................................
..........................................................
..........................................................
..........................................................
..........................................................
..........................................................
..........................................................

Another way of indicating the inaccuracy of this method from a scientific
standpoint is by noting the increase in the rate of income on the diminishing
investment. This increase in income rates is shown by schedule 2.
Schedule 2
Statement showing increase in rate earned on diminishing investment when
premium is amortized in equal instalments

Period

Investment
(1)

Income
(2)

Rate
(3)

1.................................................................
2.................................................................
3.................................................................
4.................................................................
5.................................................................
6.................................................................
7.................................................................
8.................................................................
9.................................................................
10.................................................................

$104,265.10
103,838.59
103,412.08
102,985.57
102,559.06
102,132.55
101,706.04
101,279.53
100,853.02
100,426.51

$3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49

2.947%
2.959
2.972
2.985
2.997
3.009
3.022
3.035
3.047
3.060

Schedule 2 shows that when the premium is amortized in equal instalments
the income during the first period is a little less than 3% of the book value of
the investment, while during the last period it is a little more than 3%. It is
apparent that the average rate of income is about 3% per period. In fact, the
return on a scientific basis should be exactly 3% because the bonds were pur
chased at a price to yield an effective rate of 6% per annum. Two methods of
computing this price are shown below.
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The present value of 1 due 10 periods hence at 3% is .74409391.
The present value of an annuity of 10 rents of 1 at 3% is 8.5302028.
First method—discounting all future benefits:
Par:
$100,000.00 X.74409391 =.............................................
$74,409.39
Coupons (annuity)
$3,500.00X8.5302028 =............................................
29,855.71

Total............................................................................ $104,265.10
Second method—discounting excess interest:
Nominal rate on par:
3 % of $100,000.00............................................ $3,500.00
Effective rate on par:
3% of $100,000.00 ........................................
3,000.00

Excess..............................................................

$500.00

Premium: $500.00X8.5302028 =............................................
Par.................................................................................................
Total.....................................................

$4,265.10
100,000.00

$104,265.10

A scientific accounting for the income on this investment and the amortiza
tion of the premium would result in credits to income of exactly 3% of the
reducing balance of the investment as shown in schedule 3.
Schedule 3
Schedule showing income at effective rate, 3%, on reducing investment, and
scientific amortization of premium

Period
Cost................
1..................... ............
2..................... ............
3..................... ............
4..................... ............
5..................... ............
6.................... ............
7..................... ............
8.................... ............
9..................... ............
10..................... ............

Income,
3% of
carrying
value
(1)

Cash
coupon
(2)

Amorti
zation
(3)

Carrying
value,
end of
period
(4)

$3,127.95
3,116.79
3,105.30
3,093.45
3,081.26
3,068.70
3,055.76
3,042.43
3,028.70
3,014.56

$3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00

$372.05
383.21
394.70
406.55
418.74
431.30
444.24
457.57
471.30
485.44

$104,265.10
103,893.05
103,509.84
103,115.14
102,708.59
102,289.85
101,858.55
101,414.31
100,956.74
100,485.44
100,000.00

$30,734.90

$35,000.00

$4,265.10

The figures appearing in this schedule are obtained as follows: The cost,
$104,265.10, was multiplied by 3% to determine the income of $3,127.95 for
the first period as shown in column 1. The cash interest of $3,500.00 was then
entered in column 2. The excess of the cash interest over the 3% income, or
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$372.05, was entered in column 3 and deducted from the cost to determine the
reduced carrying value of $103,893.05, shown in column 4. The income for
the second period was determined by multiplying this reduced carrying value
of $103,893.05 by 3%, (and so on).
The differences in the amounts taken up as income by the straight-line
method and the scientific method are shown in schedule 4.
Schedule 4
Statement showing error of computation of income by straight-line method
of amortization

Period
1..
2. .
3..
4. .
5..
6..
7..
8..
9..
10..

Error
for
period
(3)

Income
straight line
amortization
(1)

Income
scientific
amortization
(2)

$3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
3,073.49
Per column 3
of schedule 1

*
$54.46
$3,127.95
3,116.79
*
43.30
*
31.81
3,105.30
*
19.96
3,093.45
*
7.77
3,081.26
4.79
3,068.70
17.73
3,055.76
31.06
3,042.43
44.79
3,028.70
3,014.56
58.93
Per column 1
of schedule 3

Accumulated
error
(4)
$97.76
*
*
129.57
*
149.53
*
157.30
*
152.51
*
134.78
*
103.72
*
58.93

To illustrate the importance of correct procedure under certain circum
stances, let us assume that the bonds mentioned heretofore as the basis of our
illustration had been purchased by a testamentary trustee and that the income
was payable to a life tenant. The trustee should amortize the premium in
some manner, for if he does not do so he will impair the trust fund by paying
the life tenant during the five-year period a total of $4,265.10 which was
invested out of the corpus and will be lost at the maturity of the bonds.
Moreover, the trustee should amortize the premium scientifically, because the
securities were bought to yield 3% per period. But if the premium is amor
tized by the straight-line method the life tenant will receive during the first
period $54.46 less income than he is entitled to receive. If the life tenant
should die at the close of the fifth interest period he would have been defrauded
of income in the amount of $157.30 which he should properly have received,
as shown in column 4 of schedule 4.
While it has been more or less generally recognized that premium and dis
count should be amortized on an effective rate basis, this method has not
been as generally applied as it might have been if it were not for the mathe
matical difficulty of determining the effective rate of bonds bought at a price
not shown by bond tables, and this article is written with the hope of indicating
a method which can be applied for the determination of a scientific amortiza
tion without a knowledge of any more advanced mathematics than percentage.
It is realized that the method is not sufficiently simple to justify its use in
cases where no injustices or material inaccuracy results from the use of the
straight-line method. The intention is rather to suggest a workable procedure
*Income too small.
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4,265.10

R ate ...................................................

Net income .................... $30,734.90

Less prem ium .............

$3,131.13
3,118.32
3,105.51
3,092.70
3,079.89
3,067.09
3,054.28
3,041.47
3,028.66
3,015.85

(2)

1)

$104,265.10
103,838.59
103,412.08
102,985.57
102,559.06
102,132.55
101,706.04
101,279.53
100,853.02
100,426.51

Income

(beginning)

First approximations

Investment
$3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00
3,500.00

(3)

coupons
$104,265.10
103,896.23
103,514.55
103,120.06
102,712.76
102,292.65
101,859.74
101,414.02
100,955.49
100,484.15

(4)

Investment
(5)

Income

$3,187.90
3,116.83
3,105.38
3,093.55
3,081.33
3,068.73
3,055.74
3,042.37
3,028.61
3,014.47

Second approximations

Interest

Income
(6)
(7)
$104,265.10 $3,127.95
103,893.00 3,116.79
103,509.83 3,105.29
103,115.21 3,093.45
102,708.76 3,081.26
102,290.09 3,068.70
101,858.82 3,055.76
101,414.56 3,042.43
100,956.93 3,028.70
100,485.54 3,014.56

Investment

Third approximations

3.003044%

2.999947%

2.999997%

$4,265.10 $1,023,458.05 $30,734.90 $35,000.00 $1,024,514.75 $30,734.91 $,1024,497.84 $30,734.89

$426.51
426.51
426.51
426.51
426.51
426.51
426.51
426.51
426.51
426.51

(

Total interest ................ $35,000.00

10....................................

4 ...................................

3 ...................................
5 ...................................
6 ...................................
7 ...................................
8 ...................................
9 ...................................

2....................................

1 ...................................

Period

Premium
amortized,
straight
line
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which can be applied in cases where the determination of an effective rate and
an amortization programme based on that rate are desired.
The application of this method is illustrated in schedule 5, which shows the
computation of the effective rate and the determination of a scientific amortiza
tion of the premium of $4,265.10 paid in the acquisition of the bonds described
in the foregoing illustration.
The procedure is explained as follows: The premium amortized each period
by the straight-line method is shown in column 1. The first amount in column
2 is the cost, or investment at the beginning of the first period. To this
amount is added the premium shown in column 1, to determine the approximate
investment at the beginning of the second period, or $103,838.59. Column
2 is footed and the net income of $30,734.90 is divided by the total of column 2
to determine the first approximation of the effective rate, or 3.003044%.
The amounts shown in column 2 are then multiplied by this rate to determine
the amounts shown in column 3, which are the first approximations of the
income.
Second approximations are made as follows: To the cost, $104,265.10, add
the income for the first period, $3,131.13, and deduct the cash interest of
$3,500.00 to determine the second approximation, $103,896.23, of the book
value of the investment at the beginning of the second period. Continue for
all periods; find the total of column 5, and the second approximate rate.
Determine the second approximations of the income, as shown in column 6,
by multiplying the investment amounts shown in column 5 by the second
approximate rate, 2.999947%. Third approximations are determined in a
similar manner.
The question, of course, arises as to how far these approximations should be
carried, because the true rate is not known in advance and the true income is
not known. A safe rule appears to be this: Note the differences between the
successive income approximations and, realizing that the error in the last
approximation will probably be considerably less than the difference between
the last and the preceding approximations, discontinue the work when the
differences are reduced to an inconsequential amount. For instance, there is
a difference of only 5c between the second and third approximations of the
income for the first period, and the work is therefore stopped at the third
approximation.
It will be interesting to compare the third approximation of the income as
shown in column 8 of schedule 5 with the true income as shown in column 1 of
schedule 3. Such a comparison will indicate that the third approximations of
income are exactly correct except that the approximate income of $3,105.29 for
the third period should be $3,105.30.
Schedule 6 shows the application of this method to a bond issue of $100,000
par value, due in 10 years, bearing 5%, and bought at a cost of $95,734.90.
The only difference between this illustration and the preceding one relative to
bonds purchased at a premium is that the discount accumulations, shown in
column 1, are added instead of deducted.
The results of the third approximations are accurate except as to the income
for the third period. The approximate income of $2,894.71 should be $2,894.70,
as shown in column 1 of schedule 7.
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$25,000.00
4,265.10

$4,265.10

$426.51
426.51
426.51
426.51
426.51
426.51
426.51
426.51
426.51
426.51

(1)

line

R ate, ..................................................

Total income,.............. $29,265.10

Total interest,
Add discount,

10....................................

3 ...................................
4 ...................................
5 ...................................
6 ...................................
7 ...................................
8 ...................................
9 ...................................

2 ...................................

1 ...................................

Period

straight

Discount
accumu
lated,

$2,868.99
2,881.77
2,894,56
2,907.34
2,920.12
2,932.90
2,945.68
2,958.46
2,971.25
2,984.03

(3)

Income
$2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00

coupons
(4)

2.996809%

$2,872.09
2,883.16
2,894.62
2,906.45
2,918.67
2,931.28
2,944.27
2,957.64
2,971.39
2,985.53

(6)

Income

3.000048%

$975,487.44 $29,265.10

$95,734.90
96,103.89
96,485.66
96,880.22
97,287.56
97,707.68
98,140.58
98,586.26
99,044.72
99,515.97

(5)

Investment

Second approximations

Interest

$976,541.95 $29,265.10 $25,000.00

$95,734.90
96,161.41
96,587.92
97,014.43
97,440.94
97,867.45
98,293.96
98,720.47
99,146.98
99,573.49

(2)

(beginning)

First approximations

Investment
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(8)

Income

3.000003%

$975,502.08 $29,265.11

$95,734.90 $2,872.05
96,106.99 2,883.21
96,490.15 2,894.71
96,884.77 2,906.55
97,291.22 2,918.74
97,709.89 2,931.30
98,141.17 2,944.24
98,585.44 2,957.57
99,043.08 2,971.30
99,514.47 2,985.44

(7)

Investment

Third approximations
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Schedule 7
Table of income and amortization (scientific method)
Income
3% of
carrying
value
(1)

Cash
coupon
(2)

$2,872.05
2,883.21
2,894.70
2,906.55
2,918.74
2,931.30
2,944.24
2,957.57
2,971.30
2,985.44

$2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00

$372.05
383.21
394.70
406.55
418.74
431.30
444.24
457.57
471.30
485.44

$29,265.10

$25,000.00

$4,265.10

Period
Cost..................
1...................... ..............
2...................... ..............
3...................... ..............
4...................... ..............
5...................... ..............
6...................... ..............
7...................... ..............
8...................... ..............
9...................... ..............
10...................... ..............

Discount
(3)

Carrying
value
end of
period
(4)

$95,734.90
96,106.95
96,490.16
96,884.86
97,291.41
97,710.15
98,141.45
98,585.69
99,043.26
99,514.56
100,000.00

This method may also be applied to serial bonds. To illustrate, let us assume
that $100,000.00 value of 5% bonds are bought on a 6% basis. The bonds are
payable in 5 equal annual instalments beginning at the end of the sixth year.
Schedule 8 shows the income and discount accumulations on the basis of the
3% effective semi-annual rate.
Schedule 8
Statement of income at effective rate of 6%

Period
Cost..............
1..............
2..............
3..............
4..............
5..............
6..............
7..............
8..............
9..............
10..............
11..............
12..............
13..............
14..............
15..............
16..............
17..............
18..............
19..............
20..............

Income
(3%)
(1)

Cash
interest
(2½%)
(2)

Discount

(3)

$2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,500.00
2,000.00
2,000.00
1,500.00
1,500.00
1,000.00
1,000.00
500.00
500.00

$312.67
322.05
331.72
341.67
351.92
362.47
373.35
384.55
396.09
407.97
420.21
432.81
345.80
356.17
266.86
274.87
183.11
188.60
94.26
97.08

$46,244.23 $40,000.00

$6,244.23

$2,812.67
2,822.05
2,831.72
2,841.67
2,851.92
2,862.47
2,873.35
2,884.55
2,896.09
2,907.97
2,290.21
2,932.81
2,345.80
2,356.17
1,766.86
1,774.87
1,183.11
1,188.60
594.26
597.08
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Payments
on
principal
(4)

Balance
of
investment
(5)
$93,755.78
94,068.45
94,390.50
94,722.22
95,063.89
95,415.81
95,778.28
96,151.63
96,536.18
96,932.27
97,340.24
97,760.45
$20,000.00 78,193.26
78,539.06
20,000.00 58,895.23
59,162.09
20,000.00 39,436.96
39,620.07
20,000.00 19,808.67
19,902.93
.01
20,000.00

$100,00.00

The Journal of Accountancy
The determination of the scientific rate for serial bonds is usually regarded
as even more difficult than the determination of a scientific rate for bonds
payable in full at maturity and it is usually regarded as sufficiently accurate to
write off premium or discount on serial bonds by what is known as the bondsoutstanding method, which is illustrated in schedule 9.

Schedule 9
Statement of income per period—discount accumulated by bondsoutstanding method
Income,
Bonds
scientific
Period
outstanding Discount Interest Total
method
Error
(1)
(2)
(4)
(3)
(5)
(6)

1..............
2..............
3..............
4..............
5...............
6..............
7..............
8..............
9..............
10..............
11..............
12..............
13..............
14..............
15..............
16..............
17..............
18...............
19..............
20..............

$100,000.00
100,000.00
100,000.00
100,000.00
100,000.00
100,000.00
100,000.00
100,000.00
100,000.00
100,000.00
100,000.00
100,000.00
80,000.00
80,000.00
60,000.00
60,000.00
40,000.00
40,000.00
20,000.00
20,000.00

$390.26
390.26
390.27
390.26
390.26
390.27
390.26
390.26
390.27
390.26
390.26
390.27
312.21
312.21
234.16
234.16
156.11
156.11
78.05
78.05

$2,500 $2,890.26 $2,812.67 $77.59
2,500 2,890.26 2,822.05 68.21
2,500 2,890.27 2,831.72 58.55
2,500 2,890.26 2,841.67 48.59
2,500 2,890.26 2,851.92 38.34
2,500 2,890.27 2,862.47 27.80
2,500 2,890.26 2,873.35 16.91
2,500 2,890.26 2,884.55
5.71
2,500 2,890.27 2,896.09
*
5.82
2,500 2,890.26 2,907.97 17.71
*
2,500 2,890.26 2,920.21 29.95
*
2,500 2,890.27 2,932.81 42.54
*
2.000 2,312.21 2,345.80 33.57
*
2,000 2,312.21 2,356.17 43.96
*
1,500 1,734.16 1,766.86 32.70
*
1,500 1,734.16 1,774.87 40.71
*
1,000 1,156.11 1,183.11 27.00
*
1,000 1,156.11 1,188.60 32.49
*
500
578.05
594.26 16.21
*
500
578.05
597.08 19.03
*

$1,600,000.00 $6,244.22 $40,000 $46,244.22 $46,244.23
Column 1 of schedule 9 shows the par value of the bonds outstanding during
each period. Column 2 shows the discount applicable to each period, the
amounts being determined by apportioning the discount in the ratio of the par
value of bonds outstanding during the given period to the total outstanding
during all periods. That is to say, $390.26, the discount for the first period, is
1/16 of the total discount of $6,244.22. The errors resulting from the applica
tion of the bonds-outstanding method are shown in column 6 of schedule 9.
Turning now to the determination of correct income by the suggested method
of repeating approximations, attention is directed to schedule 10. Column 1
shows the amounts of discount which would be amortized by the bonds out
standing method, the amounts being the same as those in column 2 of schedule
9. Column 3 shows the first approximations of the book values of the invest
ment during successive periods. For instance,$93,755.78 (line 1, column 3), the
investment at the beginning of the first period, plus $390.26, the discount amor
tized at the end of the first period, produces $94,146.04, the investment at the be
ginning of the second period. Also, $98,048.67, the investment at the begin* Income too small by bonds-outstanding method.
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463

Pay 
ments on
principal

Investment

First approximations
Second approximations
Income Interest Investment
Income
(1
)
(2)
(3)
(4)
(5)
... $390.26
$93,755.78 $2,805.60 $2,500
... 390.26
94,146.04
2,817.27 2,500
94,061.38
2,822.01
... 390.27
94,536.30
2,828.95 2,500
94,378.65
2,831.53
... 390.26
94,926.57
2,840.63 2,500
94,707.60
2,841.40
... 390.26
95,316.83
2,852.31 2,500
95,048.23
2,851.62
... 390.27
95,707.09 2,863.99 2,500
95,400.54
2,862.19
... 390.26
96,097.36
2,875.67 2,500
95,764.53
2,873.11
... 390.26
96487.62 2,887.34 2,500
96,140.20 2,884.38
... 390.27
96,877.88
2,899.02 2,500
96,527.54
2,896.00
... 390.26
97,268.15
2,910.70 2,500
96,926.56
2,907.97
... 390.26
97,658.41
2,922.38 2,500
97,337.26 2,920.29
... 390.27$20,000 98,048.67 2,934.06 2,500 97,759.64 2,932.97
... 312.21
78,438.94
2,347.25 2,000
78,193.70
2,345.95
... 312.2120,000 78,751.15 2,356.59 2,000 78,540.95 2,356.37
... 234.16
59,063.36
1,767.44 1,500
58,897.54
1,767.03
... 234.1620,000 59,297.52 1,774.45 1,500 59,164.98 1,775.06
... 156.11
39,531.68
1,182.97 1,000
39,439.43
1,183.25
... 156.1120,000 39,687.79 1,187.64 1,000 39,622.40 1,188.74
... 78.05
19,843.90
593.82
500
19,810.04
594.34
... 78.05 20,00019,921.95 596.15 500 19,903.86 597.15
.

(7)

$93,755.78 $2,812.84
94,068.62
2,822.08
94,390.63
2,831.74
94,722.16
2,841.69
95,063.56
2,851.93
95,415.18
2,862.48
95,777.37
2,873.35
96,150.48
2,884.54
96,534.86
2,896.07
96,930.86
2,907.95
97,338.83
2,920.19
97,759.12
2,932.80
78,192.09
2,345.78
78,538.04
2,356.16
58,894.41
1,766.85
59,161.44
1,774.86
39,436.50
1,183.11
39,619.75
1,188.60
19,808.49
594.26
19,902.83
597.09

(6)

Third approximations
Investment Income

594.26
597.08

* Estimated income too small.

Trial rate ...................................

Discount.............................

Interest...............................
$46,244.22

$40,000.00
6,244.22

2.9924503%

3.00018137%

3.0000253%

.01

Income,
scientific
(8)
(9)
(10)
Error
$93,755.78 $2,812.70 $2,812.67 $
2,822.05 .03
2,831.72 .02
2,841.67 .02
2,851.92 .01
2,862.47 .01
2,873.35
2,884.55 .01*
2,896.09 .02*
2,907.97 . 02*
2,920.21 .02*
2,932.81 .01*
2,345.80 .02*
2,356.17 . 01*
1,766.86 .01*
1,774.87
.01*
1,183.11
1,188.60

$6,244.22 $100,000 $1,545,362.99 $46,244.23 $40,000 $1,541,380.81 $46,244.20 $1,541,461.00 $46,244.23 $46,244.23

method

B. O.

Total income:

10.
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

2.
3.
4.
5.
6.
7.
8.
9.

1.

Period

Discount

Schedule 10
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ning of the twelfth period, plus $390.27, discount accumulated at the end of the
twelfth period, and minus $20,000.00, the payment on principal at the end of
the twelfth period, produces $78,438.94, the investment at the beginning of the
thirteenth period.
The items of income shown in column 4 are obtained by multiplying the
estimated investments in column 3 by the first trial rate, 2.9924503.
Second approximate investments are determined as follows: $93,755.78 in
vested at the beginning of the first period, plus $2,805.60, the income for the
first period, and minus $2,500.00, the cash collected at the end of the first
period, produces $94,061.38.
It will be noted that small differences exist between the second and third ap
proximations of the income, but the differences are so small that it is assumed
that the third approximations are very nearly accurate. In fact, a comparison
of the third approximations as shown in column 9, with the true income on a
scientific basis, as shown in column 10 will show errors not to exceed 3¢ in any
period.
The work of determining these figures is not by any means onerous if a com
puting machine is available.

Statement of Application of Funds
Editor, Students' Department:
Sir: Because: my interest has been stirred by Professor Esquerré’s discussion
of the subject of the “Statement of application of funds” in the May, 1925,
issue of the Journal of Accountancy, I have been tempted to prepare and to
offer for your consideration the following pages.
As a foundation for the discussion of the “Statement of application of funds,”
it is appropriate to define the word funds. Webster’s New International Dic
tionary gives us:
Funds:
Money and negotiable paper immediately or readily convertible into
cash; available pecuniary resources.
Available:
Capable of being of service; serviceable; valid; effectual.
Pecuniary:
Consisting of money.
Resources:
Pecuniary means; funds; money or any property that can be converted
into supplies.
The primary sense, then, of the word funds, is actual cash and valid demand
or bankable paper, and perhaps also marketable securities. In a secondary
sense, the scope of the word may be enlarged to include book accounts and
inventories of salable merchandise, but the qualification “pecuniary” must not
be lost sight of.
In the light of the primary definition, the statement of funds provided and
applied may well be limited to a statement of actual cash and valid paper, for
once this limit is passed in these days of scientific accounting the explorer
enters a region where capital losses, unexpired insurance, active and moribund
book accounts, obsolete merchandise and even provisions for depreciation and
appreciation lie in wait to trip and entangle him.
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The most valuable statement of funds is, in my opinion, that one which looks
forward to the future rather than backward over the past, namely:
The budget
Funds to be made available:
From cash balance at beginning of period.
From sales, rents, interest, etc.,—less items uncollected at end of period.
From collections of book accounts and notes.
From borrowings—less discounts.
From capital subscription, assessment or gift.
Funds to be applied:
To replenishment of inventories and to ordinary and necessary expenses,
—less unpaid at end of period.
To payment of obligations.
To acquisition of assets.
To dividends or capital distribution.
To cash balance at end of period.
As the budget is a statement of anticipation, a corresponding statement of
realization in similar form would doubtless be of interest and value for purposes
of comparison, but could not possibly serve any other useful purpose and might
be, in some hands, disastrously misleading, showing as it does only such facts
as have influenced the cash position during the period, without conveying any
information whatsoever as to any other changes that may have taken place in
the actual financial structure.
Passing now to the secondary definition, under whose terms we may take
into consideration “cash funds,” “asset funds” (vide Journal of Account
ancy, page 426) and perhaps even "fixed asset funds,” I am reluctantly led to
the following generality:
As a record of completed transactions in which capital losses, reserves,
accruals, deferred debits and deferred credits are involved, a statement so
arranged as to attempt to show what the cash transactions might or would have
been, had the financial transactions been cash transactions, becomes cumber
some and complicated, if not entirely unintelligible to layman and accountant
alike.
And that generality has brought me to the point where I will not attempt
to criticise in detail either of the formulae presented in Professor Esquerré’s
letter, but setting them aside, I will with your forbearance develop and present
a substitute, which in my opinion, should meet the requirements of accountant,
economist and client.
To the client, the questions of vital importance are:
Has my wealth increased or diminished?
Where is the gain?
What was lost?
These questions must be answered clearly and completely. The interests of
the accountant and economist may be considered purely academic.
A financial entity obtains new wealth (I beg to disagree with Professor
Esquerré, Journal, page 429) by:
(1) Capital contribution, by subscription or assessment.
(2) Cancellation of debt without consideration; receipt of gift.
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(3) Earning an operating or a capital profit.
And its wealth is diminished by its:
(1) Sustaining an operating or a capital loss.
(2) Assumption of debt without consideration; gift of assets.
(3) Distribution of earnings or capital.
A gain in wealth is evidenced by:
(1) Increase of assets, if in excess of increase of obligations.
(2) Relief from obligations, if in excess of decrease of assets.
And a loss of wealth is evidenced by
(1) Decrease of assets, if in excess of decrease of obligations.
(2) Use of credit, if in excess of increase of assets.
All the changes indicated above may be readily traced to the motivation of
six fundamental financial facts, mathematically positive and negative in their
nature, commonly recognized as debits and credits and as such grouped below:
Debits
Credits
(a) Increase of assets.
(x) Decrease of assets.
(b) Payment of debts.
(y) Use of credit.
(c) Decrease of wealth.
(z) Increase of wealth.

These financial facts are always found in conjunction as causes and results,
any one, any pair or all three of the debits being associated with any one, any
pair or all three of the credits in forty-nine possible combinations. The associ
ated facts in any combination act as forces, equal in amount but opposite in
direction (the physicist’s “couple”), and serve to alter the interrelation of the
elements composing the financial entity. These combinations of associated
facts may well be designated as financial transactions and the induced changes
in relation as changes in financial position.
The nine combinations of a and b with x and y do, and the combination of c
with z may affect financial position but none of these affects wealth. Of the
other thirty-nine combinations that affect both financial position and wealth,
it appears that certain ones will not stand the test of analysis, or stand in a
precarious position, e.g.:
Real estate............... $100,000.00

Cash............................ $50,000.00
Mortgage payable. .. 30,000.00
Surplus.......................
20,000.00
To record purchase of block X valued at $100,000.00 for cash $50,000.00 and
note secured by mortgage $30,000.00 or:
Real estate...............
$5,000.00
Surplus......................
1,000.00
Real estate................. $6,000.00
To record exchange of lot 1 block A (purchased 1912 for $6,000.00) for lot 2
block B valued at $5,000.00 or:
Real estate..................... $30,000.00
Surplus....................... $30,000.00
To record effect of appraisal of real estate made October 29, 1920 by Messrs.
Bland and Slick, at the request of Bim Gump, president.
Such transactions, however, will be dealt with on their merits by the auditor
before he can approach the preparation of his formal statements.
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It may be as well at this point to mention also the credits usually designated
as reserves, which are of three classes:
(1) Estimated adjustment of asset values, e.g., reserves for depreciation,
appreciation, depletion, bad debts, etc.
(2) Estimated accounts payable, e.g., reserves for taxes, legal expense,
bonuses, etc.
(3) Allocation of surplus to a definite purpose, e.g., reserves for sinking
fund, construction, etc.
These reserves come respectively under the headings x, y, and z, detailed above,
and the auditor must take pains to justify the financial transactions involving
the reserves to the same extent as any others.
Financial position is also altered by the action of such forces as pledge,
hypothecation, accommodation endorsement and various bailments. Such
transactions being temporary in their nature, and their ultimate results being
dependent upon contingencies that may or may not arise, are customarily,
and properly, referred to by notation or remarks set forth upon the exhibits
prepared for the purpose of showing financial condition, and discussed in the
text of the auditor’s report.
We are now ready to approach the problem of the Hall Manufacturing Com
pany. The audit notes furnished with the problem being brief, it is necessary
that they be amplified as follows:
Depreciation provided for the year was adequate. In the cases of certain
groups of fixed assets, depreciation was credited to the asset accounts, being in
addition to that credited to the reserve against other groups. All depreciation
had been charged to cost of production or operation.
All tools purchased during the year were charged to tools account. This
account was adjusted by a reduction of $5,000.00 at the end of the year to a
physical inventory priced as useful second-hand goods, the concurrent charge
being to cost of production
Patents valued at $34,000.00 are being charged off to general expenses over
a life of seventeen years.
Machinery which cost $7,000.00 was sold for $6,000.00. There was no
profit or loss on this sale, as the loss of value due to usage and passage of time
had been estimated exactly and charged to cost of operations in the prior years
during which the loss of value occurred, through the medium of depreciation,
the reserve set against this item amounting to $1,000.00.
The appraised increase of real estate was thoroughly discussed with re
sponsible officials of the company, and with the underwriters of the bonds, and
in view of all the facts disclosed, it was finally determined that the amount of
$30,000.00 was not an improper credit to surplus. The minutes of the board
of directors contain a resolution to the effect that this amount may not be dis
tributed as a dividend except in the case of liquidation of the company.
Federal income and profits taxes for the year are included in accounts
payable.
The necessary time for its preparation having elapsed we now turn to the
report of the audit of the books and accounts of the Hall Manufacturing Com
pany and read as follows:
“ . . . We have prepared and attach hereto:
Comparative balance-sheets at December 31,1919, and December 31,
1920 (Exhibit A) ’’

467

The Journal of Accountancy
Other exhibits are also named, and after certain explanations and remarks,
but prominent in the report, as in fact it constitutes the skeleton upon which
the report is constructed, and answers the three vital questions of the client, we
find the caption:

Financial Changes
“The net worth of your company has increased during the year under review
in the amount of $23,950.00, derived as follows:
“Net profit for year (Exhibit “...”).................................. $8,950.00
Appreciation of value of real estate as shown by appraisal 30,000.00

Less—Dividends paid...........................................................

$38,950.00
15,000.00
$23,950.00

This increase of net worth is reflected in changes in the positions of your
various assets and liabilities, as shown on the comparative balance-sheets
(exhibit “A”) and briefly summarized below:
“Reduction of accounts and notes payable, and
bank loans..................................................
$65,000.00
Net increase of fixed assets (including $30,000.00 due to appraisal of real estate), less
depreciation...................................................
81,000.00
Net increase of current assets (inventories,
cash, and customers’ accounts less reserve). .
500.00
Increase of deferred charges...............................
2,450.00 $148,950.00
Less:
Reduction in investments...............................
$25,000.00
Additional bonds issued..................................
100,000.00 125,000.00
Increase of net worth...................................

$23,950.00”

Our client sees what he made and where it is. He can even “roll his own "
little statement of “funds”: Provided from operating profits, investments, and
bonds $133,950.00, less tied up in additional current and deferred items, $2,950.00, net $131,000.00; applied to payment of dividends, payment of notes, and
increases in fixed capital (excluding $30,000.00 that was not provided from
operating profits or other tangible source) $131,000.00. Concise and to the
point.
The above statement has a further merit of great flexibility. In cases of
extreme or startling variation of any particular asset or liability the fact may
be brought out by segregation of the various items of the group in which it
occurs, giving the variable quantity a prominent place in the statement of
financial changes, and again grouping the inconsequential items.
I trust that you will find that the foregoing discussion, invited by your
correspondent, Professor Esquerré, is worthy of a place in your valued publi
cation, as a contribution to the art and science of expressing facts.

Yours very truly,

Fred L. Humphrey.

San Francisco, California.
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The Hall Manufacturing Company
Comparative balance-sheets at December 31, 1919, and December 31, 1920
Increase
or
Dec. 31,1919 Dec. 31,1920 decrease*
Current assets:
Cash................................................
$3,200.00*
$1,800.00
$5,000.00
1,700.00
30,500.00
Accounts receivable—less reserve
28,800.00
Raw materials...............................
2,500.00
14,500.00
12,000.00
1,500.00
Goods in process...........................
17,500.00
16,000.00
Finished goods................ ..............
2,000.00*
19,000.00
21,000.00

$82,800.00

Investments.......................................
Fixed assets:
Land (see note).............................
Buildings and machinery (less
depreciation)..............................
Tools...............................................
Patents...........................................

$83,300.00

$25,000.00

$25,000.00*

$70,000.00 $100,000.00

$30,000.00

185,000.00
26,000.00
30,000.00

241,000.00
23,000.00
28,000.00

$311,000.00 $392,000.00
Deferred charges:
Discount on bonds........................
Advances to salesmen..................
Unexpired insurance.....................

Current liabilities:
Accounts payable..........................
Notes payable...............................
Bank loans.....................................

Bonds issued and outstanding........

$500.00

56,000.00
3,000.00*
2,000.00*
$81,000.00

$500.00
300.00

$2,000.00
1,000.00
250.00

$2,000.00
500.00
50.00*

$800.00

$3,250.00

$2,450.00

$419,600.00 $478,550.00

$58,950.00

$35,000.00
25,000.00
20,000.00

$10,000.00
5,000.00

$25,000.00*
20,000.00*
20,000.00*

$80,000.00

$15,000.00

$65,000.00*

$200,000.00 $300,000.00 $100,000.00

Total liabilities...................... $280,000.00 $315,000.00

$35,000.00

Net worth:
Capital stock, authorized and
issued.......................................... $100,000.00 $100,000.00
Reserve for construction..............
16,000.00
20,000.00
Surplus............................................
23,600.00
43,550.00

$4,000.00
19,950.00

$139,600.00 $163,550.00

$23,950.00

$419,600.00 $478,550.00

$58,950.00

Note.—Appreciation of land, $30,000.00, was credited to surplus December
31, 1920.
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ACCRUAL ACCOUNTING AND RESERVES IN TAX PRACTICE

Editor, The Journal of Accountancy:
Sir: May I ask the privilege of your columns to discuss briefly two points
arising, one directly and the other indirectly, out of my paper
*
which was
published in your October issue? Of these points the first relates to the origin
of the expression “the accrual basis of accounting’’; the other to the treatment
of reserves in tax practice.
In my paper I implied that the expression “accrual accounting’’ had little if
any currency among accountants prior to the development of the expression in
tax practice. It has, however, been suggested to me that the phrase had been
used for many years by economists, and it is I think due to your readers that the
fact should be brought to their notice.
Professor H. C. Adams, in his Public Finance, published in 1898, uses the
phrase and discusses the relative advantages of cash and accrual accounting for
governmental purposes. Professor Adams does not seem to me to deal alto
gether satisfactorily with the question when items accrue, and the difficulty
suggested in my paper as arising from the fact that to accrue may mean either
“to grow up” or “to fall in,” is indicated but not solved in his book. Thus, he
regards taxes as accruing as assets to a government when they are assessed;
interest he regards as accruing from day to day. Supposing then that a special
annual tax be levied to meet interest on government debt, the income to the
government (taxes) would be deemed to accrue on the day or days of assess
ment, but the expense to accrue from day to day. For the purposes of annual
budgets the inconsistency would be of no great importance, but as soon as
accounts are made up for a shorter period, or a balance-sheet is prepared, the
inconsistent uses of the term “accrued” give rise to serious difficulties.
That the phrase “accrual accounting” even though used by economists in
regard to government accounting, was not generally employed by accountants
even in that limited sense is indicated by the proceedings at the first congress
of accountants held in St. Louis in 1904. A series of papers on municipal
accounting formed an important part of the programme at that congress, and
the need for something more than “cash accounting ” was one of the main points
stressed in these papers; yet the alternative was nowhere, I think, described as
a system of “accrual accounting. ” In the first paper Harvey S. Chase said:
“The fundamental basis of correct municipal accounting is now being
thoroughly discussed from a true accounting standpoint as witnessed in the
other papers presented at this meeting. This true accounting standpoint
is of course revenue and expense in contradistinction to cash receipts and
disbursements.”

Indeed, the title of one of the papers, which was presented by Professor F. A.
Cleveland, was “Revenues and expenses as distinguished from receipts and
disbursements in municipal accounting.”
It is interesting to note that speaking of commercial accounting Professor
Adams said “Should we turn our attention from public” (i.e., governmental)
“accounting to the best corporation accounting one will discover that ‘earnings
* Taxable Income and Accounting Bases for Determining It.
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and expenses’ have almost universally supplanted the older bookkeeping
phrases of receipts and expenditures.” Further evidence on this point is af
forded by the correspondence between a number of accounting firms and the
attorney general immediately prior to the enactment of the corporation excise
tax law of 1909. As opposed to the cash basis they advocated the basis of
earnings and expenses and throughout the correspondence used the word
“accrue” only in regard to interest. They spoke of income earned, expenses
incurred and losses sustained, and written off and when they came to taxes they
used no qualifying adjective at all, from which it might, perhaps, be inferred
that they were not prepared to suggest any alternative to taxes paid.
A discussion of English authorities would, I am sure, lead to precisely the
same result, and the economists must therefore be left to share with the bureau
of internal revenue the credit or responsibility for giving currency to the phrase
“accrual accounting.” Incidentally, it is consoling to accountants, who are
frequently criticized for adopting terminology for their own purposes without
regard to practice in other fields of activity involving the same subject matter,
to find that the economists apparently coined the phrase “accrual accounting”
to meet a need without regard to the fact that accountants commonly used
another term which if not quite so brief was at least clearer and more accurate.
It would, I believe, be an advantage if we should revert to the practice in
dicated by the correspondence with the attorney general, and restrict the use of
the word “accrue” to interest and similar items which grow with the mere lapse
of time, in which relation its sense is universally understood and agreed. In
recent years its use has been extending in the same sense to items to which it is
not properly applicable, and in other and ill-defined senses to still other items.
This is particularly true, as pointed out in my paper, of tax practice and even
the tax law has for many years provided for the deduction of taxes accrued as
well as interest accrued.
Now, undoubtedly the legal and accounting usages of the phrase "taxes
accrued” differ, even if lawyers do not differ as to its legal, and accountants as
to its accounting, meaning. Much controversy has arisen on the question
whether the term is used in the tax laws in its general legal sense, or in an ac
counting sense. It would be a distinct gain if accountants would cease to use
the term “taxes accrued” in a sense altogether different from its legal meaning.
Consideration of possible alternatives brings me immediately to the second
point on which I would like to comment in this letter. Probably the first
alternative which would occur to most accountants would be "reserve for
taxes” but the use of the word “reserve” in accounting practice must be ad
mitted to be even more vague and inconsistent than any use of the word
“accrue” that I have referred to. A reserve may be anything from segregated
surplus to a mere accounting device for adjusting to a proper net value, assets
which it is convenient to carry on the books at more than their actual value.
Accountants have recognized this unsatisfactory situation for many years
but it must be conceded that they have done little or nothing to correct it. A
perusal of the decisions of the board of tax appeals, however, suggests that the
board does not sufficiently appreciate that the proper treatment of reserves can
not be determined without enquiry into their nature and their effect on the
accounts.
The point may be illustrated by a decision in the case of M. I. Stewart & Co.,
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docket 473, decided September 30, 1925, on the question of reserves for dis
count. The board disposes of the question in effect by saying “Reserves are
not allowable deductions from gross income unless specifically provided for by
statute.” True but irrelevant. A reserve for discount is a step in the compu
tation of gross income, not a deduction therefrom. If a trader sells on Decem
ber 31, 1924, goods which cost $80.00 for a nominal price of $100.00 less 2 %
ten days, his gross income in that year from the transaction is but $18.00. The
impossibility of maintaining any other view becomes apparent if we assume the
debt to be paid on January 1,1925. How can it be argued in such a case that the
trader made a profit of $20.00 in 1924 and a loss of $2.00 in 1925 (as the board’s
treatment implies) when he received exactly what he had a right to receive.
Correct accounting calls for determining income in such cases on the basis of
taking accounts receivable at the sum, which if paid on December 31st would
completely discharge the indebtedness. If through failure to pay promptly the
debtors become obligated to pay more in the subsequent year, the forfeited
discounts are income of that year. Whether such correct accounting is secured
by taking the accounts receivable at their present value when created and tak
ing up the discount as an asset, as, when and if, forfeited, or by setting up the
accounts receivable immediately at their nominal sum on the one side and carry
ing a reserve on the other is immaterial. The so-called reserve is not a reserve
but a mere accounting device the convenience of which is obvious. The board
in such decisions as above quoted is misled by terminology, into taxing as gross
income something which has not and may never become income.
The first essential to a correct disposition of so-called reserves in computing
taxable income is to determine into which of various categories the reserves in
question fall. If they are reservations made out of profits, the dictum of the
board above quoted from the Stewart case applies to them. If, however, they
are merely a part of the accounting mechanism for determining either the gross
income earned or the expenses incurred, then the sole question is whether the
method of accounting is such as correctly reflects income.
Yours truly,
George O. May.
New York, November 15, 1925.
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INVESTMENT BANKING IN ENGLAND, by Bradley D. Nash. A. W.
Shaw Company, Chicago. Cloth, 114 pages.
THE INVESTMENT TRUST, by Lawrence M. Speaker. A. W. Shaw
Company, Chicago. Cloth, 112 pages.
These two monographs were awarded the 1924 first and second prizes, re
spectively, offered by the Chicago Trust Company “for research relating to
business development and the modern trust company.” Both authors have
made an intensive study of the field, and have presented clearly and concisely
the results of their study. For the accountant or business man who has time
to study only the major relations of these phenomena to our complex business
life these books should have an appeal; either book may be read in two or three
hours and yet give the reader a real grasp of the subject.
Mr. Nash in his monograph describes the methods and procedure by which
the surplus funds of the British are collected and made available to govern
ments and to business enterprises. After defining investment banking, he
traces the development of the investment banker to the companies act of 1862,
discusses that important piece of legislation and describes its effect both upon
the lending agencies and upon investors. The English system of investment
banking is briefly contrasted with that in America and that in Germany. The
author then describes the issue house and the promoter—outlining the functions
of each—the various avenues of investment, and, finally, the investment trust
in British financial life. Mr. Nash, so we are told, secured his information
directly from London bankers and other original sources. He has presented it
to us in a thoroughly interesting manner.
The investment trust, of which Mr. Speaker writes, is of comparatively
recent origin in the United States, though it has existed in its present form in
Great Britain since 1862. This form of investment medium originated in
Great Britain and has been one of the principal methods utilized for directing
English capital abroad. The function of the investment trust is to secure, by
means of widely diversified investments, relatively high yields for the small
investor with a minimum of risk. After discussing its nature and historical
development, Mr. Speaker considers the characteristic features of the British
investment trust. He next describes its operation and the economic services
performed by it. His discussion of the investment trust in the United States
includes the federal land banks and the proposed Edge law banks. Its use in
American investment abroad is also considered. Because the United States
has been until recently a borrowing nation the investment trust has not played
any important part in our economic or financial life. Mr. Speaker points out
that it performs its greatest service “when the annual savings of the people of a
country or region exceed the capital requirements of their domestic industries.
Such a condition leads to poverty of home-investment opportunity accom
panied by very low interest rates. In such circumstances capital tends to
become adventurous and seeks more remunerative employment away from
home. Since such a movement is many times accompanied by great risks, the
investment trust appears as a convenient device for securing higher yields with
a minimum of risk.”
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I have enjoyed reading both of these little books and recommend them to
accountants throughout the country.
J. Hugh Jackson.

RETAIL MERCHANDISING PLANNING AND CONTROL, by James L.
Fri, M.B.A. Prentice-Hall, Inc., New York.
Until a comparatively short time ago few books were available dealing with
the field of retailing. Many have been published recently, particularly during
the past two or three years. The present volume is a welcome addition to the
list.
This book does not deal primarily with accounting, although comprehensive
chapters are devoted to the retail method of inventory (used by a large per
centage of department stores), the classification and distribution of expense
and the taking of physical inventories. After first comparing the various types
of retail establishments, such as department stores, specialty stores, mail-order
companies, cooperative stores, department chains, etc., the general scheme of
organization is taken up and the relative expenses and profits of the various
types of enterprises are discussed. Chapters are devoted to stock turn,
the merchandise budget, merchandise control, merchandise policies, mer
chandise statistics, the sales force and advertising.
The book is written, in the main, from the point of view of the large depart
ment store, although a great deal in it applies to other types of retail organi
zations. Many of the forms presented are in actual use in the larger stores.
Statistics compiled by the bureau of business research of Harvard University
relating to sales, expenses and profits of department stores, shoe stores, grocery
stores, and jewelry stores are used in the comparisons, as well as a number of
well-prepared charts.
In the preface of the book the author states: “This book is written with the
idea of helping the reader recognize and understand sound principles under
lying the successful operation of a retail store. It is meant to appeal to those
interested in the problems of merchandising, whether they be in the classroom
or in the store. It is felt that successful retail-merchandising practices can be
analyzed and the underlying principles presented in such a way as to make it
more nearly approach a science.”
A reading of the book will convey just the impression the author intended.
It is written in a broad or general manner. It will be found clear and inter
esting. It should be valuable to the public accountant who is attempting to
get a general view of the field of retail merchandising. It should be particularly
valuable to store employees who in their daily tasks may not get an oppor
tunity to learn from personal contact as much as they would like about the
operations of other phases than their own of the work of the retail store.
J. P. Friedman.
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